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Feats Corporation 
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FINANCIAL ACCOUNTING ENVIRONMENT 


Haye you ever recived C grade oo 1 paper and 
‘boout you deserved beter? Tn. 1965 Fred Sith did 
‘is term poper fran economics class posed revo 
Iotinnary ir freight delivery method hat revalved 
rwanda “hub and spokes" sytem. The ub would be 
Tecate in a mide-Amrica ication (Memphis was 
ventally chosen) with spokes radiating Ot cities 
across the county. A poke fm Los Angsles. des 
tind foe New York, would he Row on the Len A= 
gels spoke in « few hours 10 the bi fvaton in 
‘Memphis. There it woud be sored and outed ut on 
the retar ight of the plane hat hal jst heowght in 
shipments from New York, ariving betice dawn. Le 
“Angeles to New York overnight! 

Fred Sn so ruc confidence his idea that n 1971 he reared a compny called 
Federal Express. On Apel 17,1973, wh operation officially began, the company served 
25 cies and delivered 186 packages ‘The cempony struggled at firs, and it wast al 
ince yeas le thai reposted ft poi of $8.6 milion. A quer ofa entay late, 
Federal Express Corporation's anal oft exceeded $380 million and annual events 
lopped $19 billion. Average package Volume reached approximately 3.2 million dally 
swerkiwie! 

“Many factos coatrbute wo the success of Federal Express, The company’s founder ws 
sisionary in terms ot his package delivery system. The ub and spokes concept now wed 
‘houhout the ai freight indusry. he actor canting wo the growth and secese of 
eal Expres wa is access exten capital esoures). At Yarns times inthe com 
-any's rie history. the ality sé icra capital from investors an reins was rt 
Fea ots phenomenal growth, For example several bak kun provide financings in the 
‘tly yeas and in 197% an inal pablic ler of the company's stock provided oer S17 
milion inequity finaneing. 

Investors and creditors use many ditcvomt Kita of infxmation before supplying caital 
vo xines cmerpies ike Feral Expres Thenformaton is wal sae the ure ik 
‘nd ret of ther poteda investments inthe enterprise * For example, information aboot 
the energies products andi managements of vital importance this asvesment. nod 
dition, various kinds of financial inforvation are exremely important to investors ard 
editors, 

"You mig hk accountng asa speial “Inge” ved o communica nancial 
formation about a busines 1 those who wish 0 use the information to make decisions, 
igancial secountings in particule, en cered th providing relent financial informs 
ion to yarous extemal uses The chat Graphic 1-1 lattes a ber of inci 
formation supplier proups as well at several external ser groups. OF thew soaps, the 
‘mary focus of finacal accounting i on the financial information provided by prof 
‘niente companies to ther present ar penal trvestors and erediors. The esa oes 


Fac is discussed in a later section ofthis chapter. One extemal user grup. often refered a 


2s finacialinermedaris, inl Finacial analysts, sohbvobery, tel Fn anager, 
sia retrain organizations. Thete e's provide ave oinvestrs und rors ander 
‘make invesmen-eedit decisions onthe behall. The collapse of Een Corporation in 
2001 another high profile accounting flues made immensely elearthe mponanceof r= 
Porting reliable financial infomation 

‘On the oie! hand, manauerialaccou hg deals withthe concepts and meds seo 
provide information wo smansanzatin'severnal user thats, hs manager. You study man- 
Sper aecountng elsewhere in your curicalum. 


SS Fee ets Vk Cor tn 1 
‘Secret arm ar nan Rte en tiers ee et 
pe erosion 


CWPTERT —Exaronnatand Thera Soucu ot FnealAceuming 8 


“The primary mears of conveying tara nfrmution investors, eeion. and other 
xtermal cree Soph Banc salements and rela isclosre notes. The francis 
Snemens rss frequen povided oe (1 the lance set or statement of ian post- 
Yi, (2) the income statement or statement of operations 3} he statement of cash flows, 
‘a (4) the samen of shaseoldr” ely” As yo progress throogh ths ex. yoo wil 
‘ew and expund your Knoa/edge of th information i the Hana arent the wy 
fhe clement these statements ae measured, and he concepts underying hese mesure 
‘ments and related discloses. We we he erm financial reporting to eer othe process of 
‘poriding this nformation to exteral wer. Kecp in nd hoagh. ta sternal wer 
ive imporsot faecal iformacon i avait of ether rats a wel including news 


telined caclosue nes, for Feds Coeperaton. now the pares company of Federal Ex- 
‘rss We occasionally rer) the FedEx nancial statroeats wo Must certain pits, 
‘Younus com efero thes siemens a sew wipes are ino laed in ater capers 


The Economic Environment and Financial Reporting 


‘nthe United Sues, we bave highly develope e-enierrite economy with dhe majority 
‘fproducive resources privately Oyned rather than goverscnt owned. M's important in this 
‘ye of pseu thts eles exists fo allocate the scarce rescues of ears, both 
‘ual evorces ad abi a efficient manner: Resowrs shold be allocated opiate 
‘oversea ll us hen tt ove goods ad sevice die by wey am 
‘enters that vl waste them, The eats cbt fone thsefcent allocation of 
luge re the capital yarkess We can think of he ap! market simply as a composite 
‘fal aves and crafiors, 
“oe es ray nnn onto he ol peti. the pe 
ship ane eeporaon Inthe Ure Stats, sok pope am 
He taperainn Uevwrve: hs donim fm of near pinion in aro 
‘oeneship of productive rescues, the oration. The corps form mae i esier 
ile cri cir sus doh he cpl mic ven pon 
sees, usally easy ineschange forevince of owner eres hit 
[ities of sock Coos sch ar harks lea cash othe npn Alo redo cin 
lend the corpersn eas he the mens of od Sts ac Beastly me aed 


— 


Fedex corporation 


Inuwetre and creione 
both a inerevted in 

ering afc retera on 
‘Sereourees provided. 


Treo ot counting aan teat Seen 


(0 organized security markets such asthe New York Stock Exchange and the American 
‘Stock Exchange, The advantages and disylvantages of the cospraie for are discussed at 
‘renter lent Chapter 18 

“The varsfrs uf dese stocks and Ind ann indica nd asus a referred vo 
as secondary market transactions. Copraions receive no new cash frm secondary mar 
at wansactions. New cash s provided in rimiry market ansacopnsn which the shares or 
bons are soll bythe corporation io the inal owners, Nevertheless, secondary market 
onsite are extremely othe eficien allocation of resourees in our eeanny. 
‘These transactions help establish market prices or adational shares an for Bonds that 
‘Poraons may wish to swe tthe future acquire addtional opt. Also, many sharchold- 
‘tv and haxdholders might be anwilling tially provide reuces wo cerpraions tere 
‘Neve no available mechanism forthe fur sale tel stocks ul hands others. 

‘What inornaton do instore snd resitors ned o decide Which companies wl be peo 
‘ide capita? We explore that question nex. 


‘THE INVESTMENT-CREDIT DECISION-—A CASH FLOW PERSPECTIVE 
‘Wil the eso nad hy investors a yee ate sneha ferent hey aes 
‘rin atleast one Ingots way. The We conceried with proving eoures com 
Dates, usually cash th he expectation of reefing more cash mrt a some ne 
{he fare. A comport sharcholrs wil receive ch fen ther ovement og he 
Sinai le of he rertip sires of cic Wado, any crpantns Gash 
{other sharcholder ln the form of pis ividends Fr example ian investor provides 
{company with §10000 cash tha porchares overt sats a he end of 300, 
fcives 840m cides from the comyans during 2006, ad el the ownesship interest 
{Shc the en! of 008 for 10,40 (S60 share price appreciation the venient 
‘onl have gered rate of ern of 10% fo 208, cae follows 
SHO dividends + 600 shor pe pion yoy 

$1000 il nsec 
Invesiosahvays are faced wits more pe investment opp. Thee are my 
tacos to consider before one ofthe rps chosen Two exreely import 
‘ables ore the ested ee frm ach avestnent pti ane 


{i of it exes tr Torexarple coe the lowing te new opr 


1. vest $1000 in sayings assoant insured by the U8. gnvermment that will 
_geerate a 3% rate of stu, 

2 Invest $10,000 in a prot oriented company. 

‘While the rate of eu from option 1s known wih viewal emai, the return om op- 
tion 2 ie uncerain. The amount and mins f the eash wo be received i the fare from op 
tion ? are unknoy. Investors require ioration aboot the company that wil help them 
‘estate the aku return 

Tnhe hing rm, a compny wil beable wo provide investors with etm only i teat 
generale a profi Tht Atmust be able use the resources provided by investors and ced 
tors to generate cash receipts from selling «prod service that excel the cash dsburse- 
ments necessary to provide thal produc) cr serve. [7 this excess cane generated, the 
‘marketplaces impli saying hat society esooees have been eer allocated The 
‘marketplaces assigning a value to the producto service thar exceeds the valbe assigned 9 
the resturees used to preduce hit produ or service. 

"in summary, tbe primary objective of Financial accouatng 1 10 provide invesors and 
‘redioes with information that wil hep hem make investment ane credit decisions. More 
‘pecially hy information should help invesione ad eee ete the mounts, 
‘ng. and uncertany ofthe enterprise's future cas receipts and disbursements. The beter 
‘this information i, the more ecient will Se met ac ere resource allocation dect- 
‘sions. Financial accounting. in providing hey clements ofthe information set used by eapi= 
‘al market participants, plays Vial societal rol in the resource allocation process. The 
Fnportanes of this role to society explains why the primary focas of fisancial accounting ix 
‘onthe information needs of investors and erecta, 
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‘The Fisuncial Accounting Standart Boar, the current privte sector by responibie 
{oc soning accounting andi inthe United Stes has pushed ene fae 
‘oe Sinan reporting (discussed Intern this chap. Ts ist concept matemen of the 
‘ramework desis the specie objectives external inal reporting. These bjetive= 
inn dhe importance of he ash ow sfurmaton sed ayes and eo. 

‘Thrmgho th ent, ym le vended of hin eas low perspective For example, 
‘Chit 4 escibe certain event that repre sparsely in the ene sane Ue 
{te ft ht thes sia events ae pienso ute cash hows that iter 
‘ot om the noel eperating aces Separation of he event om noetal operating 
‘Sintoe proves total state wees wath informacion ta tte ely Pret ah c= 
tepese’s ture eas ows: 


‘CASH VERSUS ACCRUAL ACCOUNTING 

Evin thovgh predicting future ca flows isthe primary objective, the model best alo wo 
achieve ht objective the accrual vesounting node competing model eas basis 
“rsvuntng, Each mel produces pero tease of yefottance Ut could Be used by 
avers aed reins or pret [str cs ow, 


Cash Basle Accounting. Cash bais accounting procs  measue called wet operat 
Ines flaw. Ts meme ithe leenceHetween can cepts a ean dsbursernents 
‘denne reporing pens fram Wansictons elt posting. gous ad servis eo 
"Ne operating cashflow i ery easy 1 understand and al fran reyute fo mes. 
sre tit acu. Aso it eran elates toa variable of cra imerest investors and 
reurs, Wha could te heer in eping to predict fase cs lows ron selling prcts 
ansetvices an current cash flows from thee ais! Remember, cmap wll be 
thle o provide return investors apd creditors onl can ue the casa provided 10 
‘Bera u postive net operating cash Now. However, tet ss major deawbaek tousng the 
‘Sent pened’ operating cash low to predict future operating nah flows Over thee af 
‘Me company. met operating cash low defiiely vs the vase of eongern Howevet, ver 
shor peo tine, pening ch ews may noe indicate of the campy ong 
‘lepeerating oly at ts aby Yo genet post net operating eas How ne 


Tn demonstrate this, consider the following example, in Iastation 1-1 net operating 
«adh ows are determined foe he Carer Company daring st hee yeas of upeation. 

‘Over the three-year period. Carter generated a posive et operating eash ow of 
‘S00. At he end of hs Uuee-your pete. Carer has no outanding debs Beewse ttl 
Sales and eas eesipts Over the drceyear prio were ait 300,00, nothing is owe fo 
Cater eostomers Alo, othe ein Othe Fs yea Carer prepa $0,000 fr tee 
‘sates onthe laiies. There ae mo tncomplcted Westie athe cd of the hee= 
ear perio. tn a sense, we can view th es eae pri aan verse thee 
Met compeny 


————_ 
SECTION} TheRetoat Accourung at an hrm yt 
“The company incre wit costs 10.000 pe yur over the esa Howe: daring 
‘efit yea only $5000 actly was pc. with the remainder being paid the second ye 
Employer salary costs of $50000 were pin full ach vent, 
overshot ged of net operating eath flow for ear | (ncgative 365,00) an aerate ficnor of fanae 
See. apwrtngcath cag gngeing iy ® Oto to gl pedir ofthe postive net ih ows 
feng eee”, that ooarin tenet wo. ste hee year pane ne operas cn ows ne 
FaGh rns tive af the company's year-by-year perfomance? No-Butif we meas the sar actin 
tow. fy the accra! pecounting model, we get more accurate pedo af rare operating ch 
Fins and ame reesonablepocayal he Palanced aerating perfomance of he com 
pany over the tree years 


etineameiethe —_Acerial Accounting. The scerual ccoonting model measures the en's aescmplsh- 
Sierra ocwmen penis and esos sais ring eo egress of wh cash reso oP 
wees “The eccrual accounting models meas of perc eecomplishments cll revenues, 


tnd the periodic measure of resource scrfices iv called expenses. The difference between 
ever and expenses is nt income, or ret Ws MTepeases ane pear than revenves:* 

“ow would we measure revenue! exponses inthis very simplistic sitation Masta 
sion 1-2 offers « possible solution, 


em ev imame 520.10 ear pers fo be esse redo of he conany's 
SELSC singe coming yn alnetepengeattow rth Beilin pine 
SSSSCAGSS” SSS compr eyelet san 1 
Seoreracns fom etme year puter ef ee nog e. The et name ptr ee 
er eee are scuy opting performance coca pees 
"tha cea tome spc aks sto ee rota or wing he 
asta mer Accra! ine temps mere he cept and = 
cern aed during the Yor ich ay aot crepe oc ows and ot 
Hae vote or your | te $100000 nal Ths a beter mca 
thTanguay' Bement dang eat than he SSDO00 cath calle fom 
13 hs mean a fomaton bot xh ow fom pertinent set? 
onc when Sombie tran seat cash ows from vesting sl fae 
a are Ni ofomason provide vac mlino dos mae by Ives and | 
eee sails cash ow information conte he aor esh 
feos of bus owl tenes? 


CHAPTER? Entowrareatd Moral Sucurn al Fal Reining 


The Development of Financial Accounting and 
Reporting Standards 


‘cena accountng i the Financial reporting model used by te majority of protien 
Sompanis nd by ay tforpet companies The fai thal companies se the same 
‘ode important fo final aiemneat uses Investor an eres use fant infor- 
ri to make ti retoree aeaton decisions. etisalat they be able compare 
Financial nfoemation among companies. To feats these comparisons nancial cen 
im canton oly of aia ows ager cid cui ice 


‘pec uiclines tha eompente shoul iow when mensiring end reporting te infor 
nthe nancial stents on! Ye notes. Tne mers important boa prices or 
‘ncaa ae cursed ing aubwegoec section ofthis chapel revisited Uroughout te 
text inthe content of accounting aptiatons for which they provide concep suppt.” 
Mote spcific star, ich x hoe to esse adept ease anseton recive more 
Foxe atzaton im suhsequent chapters 


HISTORICAL PERSPECTIVE AND STANDARDS 
Presues on the accountng profenson ta eaahinh ifr accounting sina began 10 
Sore afer the sock mar eat of 1929, Some fe tht inslficlnt and mdeading 
aren talent information Te inflated stock prices and vat tis conrbuted vo the 
‘gk markt cash andthe subsequent depression. 

"Th 1033 Securities Act and the 1914 Secures Exchange Act were designed to restore 
Investor cenfience: The 1939 ats or accounting an silo reuiement for nk 
fat offerings of seers stocks anda). The 34 act applies to secondary market 
‘rinactons and mundus epeting reguienecs for companies whe ecutes ae pb 
Tay traded on either erganized sock exchanges xin overvecoaner makers * The 1944 
‘kt lko eed the Secures and Fachange Commission (SEC. 

Inthe 1988 ack Comarear ge the SEC bth te over and reponse for seine ac- 
mating ar reporting handands for compares whee ecules are publicly traded. Ho 
rar the SEC. a goveramen appa td, has delevatd! the peinarycesponsiility for 
‘Sing acoundng standard othe privat vector ti mpg to understand hat the SEC 
‘ego only the epliny, atthe tri, oA dard Te power st His with 
the SEC ifthe SEC des nt afr witha aracuar standard issued by he private set it 
‘force change the standard In ft, thas dove vo in the past. 

"The SEC docs swe its vu accounting standard inthe Gr of Puc Reporting Re- 
leat (FRR) chic eglate what mst be reported hy cospantes othe SBC set These 
anda wualy agree with those previously toed bythe private sect, To lear more 
‘ho the SEC, conse Inert at Wwe BOY 


arly Standard Setting. Te firs private eve bn oat some the ak of eting 2: 
hurting standards waste Connie on Accounting Procedure (CAP). The CAP was 2 
“esti of the American Intute of Accountants AEA). The ALA, which wae raed 
the American fasta of Certified Publ counts (ACPA) in 1857. isthe ational o- 
{nation of poisson public coun, Krom 1938 1959, the CAP sued SE Arena 
lng Reswrch Dulles ARMS) wc dealt with pectic acting od reporing problems. 
‘Novhevwetcal framework for Fnaneal accounting Was estalished. This app of dealing 
‘rth via ses thou 3 faewor edo sem com of he agceurting profession. 

Ie 1950 ihe Arcouning Principles Board (APB) replace the CAP. Members of the The 


— 
APBaluo belonged tothe AICPA. The APB operted fom 1989 though 1973 andissoed 3 Pines ard IAM) 


Tea Specter sO et em 0 ry Bo mal 
‘So edi ener a ee wi nt ih a min 
Sclacetnermene pregnant 
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Accounting Principles Board Opiaions |APBOsh vations txterpretations, and four State 
‘ments. The Opinions alo dealt with xpi: accounting amd feponing Press, Many 
ARs and APADs hove not hen superscied and tl cpaosereaathaive GAAP. 

‘The APB's man effer io establish deoreical framework fo financial accounting and 
reporting was APB Statement Ne, "Basic Concepts and Accounting Principles Unde¥ing 
Finansial Statements of Business Emtereses.” Unfortunately, the effort wes not successful 

“The APR was composed of members ofthe accounting profesion and was supported by 
‘heir professional erganization, Members jrticipated im the activites of the board ana oi 
‘unary, par-ime hase The APB was eriszed by industry and government forts nablity 
‘orestablish ao underlying framework for Facil accounting and reporting and for sn 
ably © et quickly enouah to Eegp up ih nancial reporting sues as they developed 
Perhaps the most important flaw of toe APB was a perceived lack of independence. Cm = 
red almost entirely of public accounts, he bow was sbjeet wo the eriticism that the 
‘ents ofthe represented public accounting ime were exerting sl-nlerened pressure ot 
‘he board and nueneing thei decisions. Other nutes ops were peerepreserted nthe 
‘andat-seting process 


‘Current Standard Setting. | Cticism of the APH Jd 1 the cretion in 1973 ofthe 
‘nancial Accounting Standards Heard (ASI and is supporting arate, The FASB di 
fers from is predecessor in many ways. There re seven fulltime members ofthe FASB, 

18-21 partie members othe APB. While all of the APE members belonged 
tothe AICPA, FASB members reprevent varios consttaences concerns with accounting 
‘andar, Members aye included represeniadves from the accounting profeion, profit 
rented companies. cccounting education, and government. The APB was supported ina 
‘ally bythe AICPA, sie the FASB is spporid hy is arent organization, die Finca 
‘Accounting Foundation (WAK). The PAF Is response for selecting the members ofthe 
FASB und its Advisory Coupe. ensuring adequate funding of FASB servis, ane exerce- 
Ing general oversight ofthe FASB's uetivces." The FASB i, therefore a independent, pr 
vate wei body whose members presenta broad constituency of interest grap 

[n1984, the FASB's Emerging Issacs Task Force (EIT) was formed to provide more 
timely responses to emerging financial reporting issues. The EITF membership icine 15 
Individuals For public account and pe ate dat long with a repeeseea ve Fa the 
FASB and an SEC ofservor The merabersip ofthe tak face is designed to include inde 
idals wn are in a position wo be aware of emerging financial eponing inves. The tsk 
ore considers these emerging issues ans attempts to reach a eoesensus oa Daw To acoust 
foe them, 1fconsensus canbe fesched, generally no FASH action is fequted. The taskforce 
sissinates ts rulings inthe form of E/7F dstes. These pronosncetnents a coasieyed 
part of generally accepted accounting principles 

Tra consenss cat be reached, FASB involvement may be necessary. The EITF pays an 
impertant ole nthe standand-eting procsss by Mayne potenal problem ares and then 
acting a iter for tne FASB. This speeds up the standard setting process and allows the 
FASHE to focus on pervasive long-term peublems, 

‘One ofthe FASH's most important acivites has heen the formulation of « concepts 
framework. The concep framework project discussed in more depth later in his chapter, 
als with thenneical an concepal ists and provides an undesli sre fe current 
and face accounting aed eeporting sands. The FASE has issued seven Siciements of F- 
‘nancial Accounting Concepts (SENCS) a deserbe is conceptaal framework, The beard als 
Ina ised over 150 specific accounting stcarda called Statement ef Financial Accounting 
Standards (SASS), aswell ws qumercus FASB Interpretations and Techical Balleine 


HIERARCHY OF GAAP 
In descencing order of whorty 


Accouring Peeps 
{fare sme na he AGB FAS Stan ot mc 


« Sees Precis Conte acts Bulletins that have 
Ser carey anc Senn potion he FASB Erg 


4: Mplemenin gies pba yh ASB a ACPA ning 
qeislperirbn belay oar olen 


pic 1-2 summuiaes this dsousion on acounting stars The tp ofthe grape 
storibe sources of esounting standards inode of ath, Congres ave the SEC the 
‘srponility and authority to set accoutling staan specifically fr companies whose 
(Series ar publicly trade. The SEC fa delegated the tsk to aniowy private stor Bodh 
‘5 (cure the FASB) while eaining its leited aut. 

“The lower portion of he sraicsumumanzs the Ramer Yor selecting the pines 
tla nil stern of ih eu ed 
Ingpriniples, The GAAP hierarchy ces the aot romenceenent 


‘Sham ofthe SEC. CAP API an TAS well ax AICP fda ple a 
lnspstcions, The FAS recently decided to categorize Diese various sources in desend- 
‘ag uerathrogh of abot, Previoly thie frmalaton os ier exited nly 
ithe ang inert.” 
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‘THE ESTABLISHMENT OF ACCOUNTING STANDARDS— 
‘APOLITICAL PROCESS 


‘The role ofthe FASH in setting accowting stands a complex one. Sound sevounting 
principles can prove significan: guidance determining te appropiate mod to meu 
‘ure ad cepa an economic transaction Hower, the FASB must gaupe the potential eco 
omic consequences cf chane ina landaed tothe various intenext roups as well as 
‘scity ata whole. One abvious desired consequence is thal the new sant wil provide 8 
‘ete set of information fe extemal users ad thas impeove the recurcealleaton process. 

‘An example of possible adverse eonncmic consequences i the iesue of accounting for 
poatetirment employee healthcare besis. Many corporations gaan to ey the heal 
‘ane and life insurance cast of thelr employees afte retirement, traditionally, tse gmp 
fies acemined fo these benefits as expenses im the period in whic they mae payment 0 
‘acon behal of reired employees. In 19, the FAS proposed that hese costs be accennied 
{for by recognizing expenses over he pci of employment rather than alter relitemen 

Companies feared tha the new stan woul seriously depen thei annul income, and 
‘asa res they would be forced to redo (her heath cae sme for retires to sien the c- 
‘et ofthe new sendard. A survey of 992 lange companies found that during the two years 
following the adoption at the new sandard, 79% ofthe companies surveyed changed their 
‘etree medical plans. Of thse, 79% inccased etic share of costs axl 1 eliminated ll 
‘coverage. Asa specific example, Amecan Telephone and Telegraph Can 1989 nego- 
Sted with it union to pay healthcare enefis to retires only up 1 & maxi feed 
“amount. a3 opposed fo unlimited medics! benefits offered by many companies, O course, 
‘ATS:Ts decision to Tmit retiree medical bens may have been purely a busines decision 
orelated 1 dh new seporting requirements Or the new accounting standard may hive 
‘caused companies like AT&T no reevaluate tho costs and benefits oftheir postctirement 
‘packages. This issue is covered in depth in Chapter 17, 

Carl Landegger, chairman of The Wack Clawson 
‘Company. expressed his Tear of the 1cw accounting 
sandr io open bearings bef ne FASS tn 1989, The 
FASB reacied to these fears by medifying thei orig) 
nally proposed accounting treatment to cake possible 
‘adverse eco9omie consequences ta eurent and future 
‘ties covered by these postrtireme health care 
plans. The reslting sandar, SEAS 700, “Employers 
‘Accounting for Postetrement enefi Other Than 
Pensions." was nsue i 190. 

Another example of the effeet of econcmie conse: 
\quences on standard setting is the highly controversial 
‘debate surrounding accounting for employee sack op- 
tions. Employees ofiea ave given the option 10 Ty 
shares inthe Suite at x preset price as an megral part oF thei eal cormpensation package: 
‘The accounting cbjetive for any form oF compensation is te report compensation capense 
uring the period of service for which the eompensation i given. At sue isthe amount of 
‘compensation o be recognized as expense for stock options 
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istry opens have been measured att insane val, wich the simple di 
fesmge between the market pice ofthe shares and he pom price at which they can be 
‘scr. Foe stance, on opbem that permits an employee buy $0 sock for $42 hasan 
inne vale of S18 The problm is dat opins or Which de exercise pice equals the 
rake ale of the underlying stock tthe date grat (wich describes mt plans have 
"ined vale and hus ein 0 compensation when eased hs way, even tg 
the ar value ofthe options canbe quite substantial. To the FSH and many oer it seems 
‘uateritive kt eid an compensation expense fr wrangeen thi ui po 
‘idea age part oF he fe conpenstion of executives, 

ny 198, afir lengthy debate, tbe FASB bowed w public pressure and consented en 
‘ouag, rather tun eg, companies w expense the fai valve nf explayee sock 9008. 
Rec, aly deed niche cooteno ise resurfaced, and the FAS ised am X= 
ne deaf veqitngconipanie to mesrare opens a thei far yaluss an 0 expense that 
“mous ver am upproriat service pein. This asus dscssed at rete lh in Chap 
tis 

“The mos rove exgleof the polisal paces at wed: a standard setting the heated 
te hat cccuted othe ase of accountng for sins comnations Bock in 1996, he 
FSI added ost agenda a poject to comida pene revision nthe practice of alowing 
‘wocpaate wl stint mets of aocoaning or usincs:cormbinadon, he pooling i 
{tress method and the purchase method A thresh expla ofthe dierences between 
‘thse methods is beyood the scope ofthis teat Fo ur discosion bere, just mote tha Ky s+ 
‘th deb ene ol a nang ase tht aise nly ines combina 
‘toms sesunted for using the prise ethos. Under he ten-enaing andar, pood i, 
The ay oer intangible ast was amoriedlexpemed) ork etimted useful edu 
‘icing epried et inome fr several years following the acqusion. I was hac veatve 
“put on earings a roid many coats aval in a Business combination 


‘oiding dil te amortzation to expense, andthe rel 
"As you might guess. whom the FASB inialy proposed 
iminadag the pool setiod, many compari that 
‘wer atively emgage in ines aequtiions enous) 
ped the mination t this means of avoiding Bood- 
{cL To support sei oppasition these companies nrgwed 
{hat if they were rogue 0 U3 paehase accounting, 
‘many business combisaions important 10 economic 
‘vn would prove unsaved i the mepative 
Doct on eamings cass hy goal amortization and 
‘ould not he nena 
“To ss opposion wo i proposal the FASB sig- 
psd ever moans over the Years, butt wast 
A he year 2000 that 9 atsfctory compromise was 


‘sed in 2001", oly he parte method i aceepabl, Bu 9 efen the pat the el 
‘medi amid. We dscns pol nd is meaaiement ig Chapt 1Oand 1 

“The FAS lena so Ralance accountng considerations an politcal consideracons 
‘aling from perceived posible averse economic consequences, To help solve ths 
‘Mena, he board undertes aries of labora ifersinoo-gaering eps teres 
ing ubnanive wean sada nvivig aerate scenting etme fran eco- 
nomic tact, The sles inetd open earings. dliertions nd requests fo wen 
‘imment from incrested panic. Foe example 407 coment eters wee recived wo he 
{o#9 propos concerning accounting Tor posetirement employee bells cae benefits 
“Grape I olive the FASB standar-seing process 
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Grane 1-3 
‘The PASH Standara- 
Sorting Procost 


‘he aot ecourting ssn eaten Sates 


‘These sepa the FASR's timp to acquire consensus oto the prem! mtn c= 
‘comming, a well as to anteipeteadvers= eeanomic consequences, The ous process is 
similar otha ofan elected poiscal representative, a LL. enmgresswoman For example, 
Ing to determine consensus smong her constweny before ving ona bl nthe floor of ho 
House of Representatives, For this reson, accounting tandard setting is a politcal proces. 


‘OUR GLOBAL MARKETPLACE 
‘Advances in communication a rarsportition systems continwe fo expand the marketplace 
‘in which companies operate. The word economy is mow iateprated than ever snd many of 
the Inger U.S. corpocions ae tray muinatonal i matte. These multinational copra 
‘ions ave their home inthe United Stas but operate and peshaps raise capita in her 
‘countries. For example, Coca-Cola, IBM, Colgate-Palmolive, Gillette, and macy other 
‘companies genert roe tha 50% dh reve from foreigh sales. It not uncon 
for even relatively smal esxnpanis to transact busines in many different countries. 

‘OF course, many foreign corporations operste nthe Unit States aswel In Fact, com- 
‘nies such at Columbia Records and Bridgestone Americas Holding are owned com 
nies that reside in other counties. The nancial marketplace sk ih taken on global 
‘imensin, with mary companies crossine geographic hourdaves to rase capil For exam 
le, nearly 500 feign compunies ave tied n tbe New York Stoek Exchange al nent 
400 foreign companies ae listed of the Loodom Stock Eachange. This expanded market 
place reauires that company management estan the laws, cuss, raion, anda 
‘counting and reporting standards of many itfnen cowie. 


‘Toward Global Accounting Standards, Most industrialized! countries have organi 
‘Bons responsibi for detemising accountng ad reporting sanders, bn sme conte, the 
‘United Kingdom for instance, the responsible erzantration fa plvate sector boy simi 
the FASB in the Unite States. I der cote, soch as France the organization is 930% 
‘ernmental boy 

Accuunting standards preseibod by these variows groups ate not the sme: Staats it 
fer from country to country for many teas, including different legal ystems, level of in 
ation, culture. degrees of sophisticaioe and use of capital market, and political and 
‘winiomic Ges with other counities. These sliTerences can cause problems for illinational 
‘Soxparaions, A eumpuny doing Dosiness in moe than ome coir nay find ical to 
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covnply with more than one set of accounting sta there are important erences 
long te ses I as boo src tha flere national accountng standart mp te 


Unga ell and crested new stanlal-eting bey called the Iernatonal Accoant- 
‘ng Stonslar Hoard (LASID, The TASC now at aon urblaorganlzaon similar «9 
the Financial Accounting Foundation (FAY nie United Sates. This pew global arard- 
‘hing strcrr le cnn! wh recent FASB visi reper tempting went an op 
Fal andar sting environment.” The IASB's objectives are (2) 10 devel «xing et 
‘thigh quality, undestundabl lal accounting standart 2) promot the ws of those 
‘Sundar, and (3) 40 ring aout the covergence of national accounting standards and inir- 
‘atom accountng andar 

“The IASC faved 41 Inlrmctional Accounting Standans IAS). The LASB endorsed 
‘hse standards when it vas formed i 201. Sipe hen, Ue ASH has ese any of ther 
fin has fad wn standards of ts own, called Interational Financial Reporting Stan- 
‘Sarde (UFIRSo Compliance with these stds voluntary ine the TASB has no wut 
fs toenfore them, However, noe and mere counties ar basing deat accosaing 
“Sonar nteratonalasoumting standards." Me Loetonal Onan of Secon 
fier Commissions ]OSCO) approved a resolution ermine ts merersto use these san- 
{dards o prepare tering alements for cre ender Merges and tisings. Beginning 
4.2005 ite) companies i the European Union (EU) ost prepare tl cass 
toacal aermente ang IFRS, Some 7.00 ised EU companies are alle 

inthe United Stes the rove foward convergence o accounting standads bean in 
‘amos ith the enopratn of Uh FASE an the VASC a he casings po kar (EPS) fe 
fhe. In 199, the FASB and the IASC bepan working on provctseadns toward the insane 
‘fnew sandals forthe computation of EPS, The ite of the FASB project was 0 sive 
{Gv EPS standard that would he compute with te new oternaional sandr anu the 
‘same tine, simplify US, GAAP. Ctr 19 Ueseibes his sada 

in 2092, he FASB and (ASB signed the wcll Norwali:Azvecmet, oemalzing their 
commitment to convergence of US. GAAP and IFRS, Under ti apeoment the Boards 
‘lade to remove enstingdiferecestewoen their standards and gorda er uae 
tandard-seting spends so tat major ewes me worked woyetes. Recent stamdany n= 
‘tod bythe FASB that you ul ensue in ur er diac ons ot aaee ase compenss 
tion, nonmonetaryeichanges, nd ventry costs ar feces example of this comment 
‘ovonvergence. 

‘Globe! Perspectives are inland throaghon he text penpals that ur economy does 
‘ot erate oaton an itodee Sout Sam of he flere and similares c= 
‘oumtng aod reporting prastices around he word ain, your intracor ray asin 
‘id of caper nematioual css fo farther explore hee liferences and sacs 


‘THE ROLE OF THE AUDITOR 
This the responsi of management o apply accountng andar when commmiating 
bith investrs am exer oh nani staetents Arter group, ats seven as 
ti inepedent incermediary i Belp ensure that managers basi ac appropri ap 
piled GAAP in preparing the company's nancial satemens. Auditors examine (audi f- 
hnca statement expres profesional independent pinin, The opinion wefccts the 
tctorssucromct of the tuement” “aires whic determined by de exten 
‘thich they ar prepared in compliance with GAAP 

"The report ofthe independ sults for Fed Corporation's Gaancal atements it 
Jin Append B The frst we parsrap explain she cope ofthe a and the third states 
the aie’ opion. Aer conducting audit. the accounting om Ernst & Young LLP 
Sted tht “i our pinion the financial stents ere io sbwve present ay... in 
‘conformity with U.S, Keerally accepted acountingpinsphes” Tiss known ay a clean 
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‘pinion there a teen any material deparures ror GAAP o othe problems the aust 
‘he auton o question the fires of th sateen, the repoet Would have been modifi 
‘oiifonm maders. 

“The ausitor aids credibility to the financial statement, increasing the confidence of cap 
‘tl market pamisipants who selyon he information. Auciors, herefore. play ptt 
rein the resource llbcaion process. 

{Th sas states, only individuals enced us certified publle accountants (CPAs) in the 
‘ate represent thatthe finanetal statements have been audited in accondaece with gence: 
ally accepted ating slndards. Requinments tobe licensed as a CPA vary fom sae lo 
tae, bot al states speeif) education ong. and experience requirements. The esting te= 
‘quirement 610 pass the Uniform CPA Ecomnaton. 


FINANCIAL REPORTING REFORM 
‘The damatic collapse of Enron in 200! und the dismantling of the inermationl pubic so> 
‘coining frm of Arthur Andersen in 2002 severly shook U.S, capital markets The crdi- 
Dilty of the accounting profession itst! as wel as of eoxporate America wa called ini 
‘question. Public outrage over accoaoting scandals at 
‘hugh-profile companies ke Work umn, Xerox, 
‘Merck, Adelphia’ Communications, wid orbers in: 
‘reased the pressure om lawmaker pa messes hat 
‘woud restore credibility and investor conience in the 
‘nancial reporting proces. 
Driven by these pressures, Congress acted swifly 
ant passed the Public Company Accu Reform ara? 
Udnvestor Protection ACP af 2002, coco yore 1 
‘asthe Sarbanes-Oriey Aes or the oo eongrsmen Whe 
‘sponsored the bl. The legislation is comprehensive in 
its inclasion ofthe key players in the Finacial eepoeting 
process, The law provides forthe regulation of anditors 
and the types of services they Furnish i clients, in 
‘reas acconniailty of comporae execicives,addesses conflicts of interest fr secaities 
analyte ard provies fr sf eriminal penalties for vilacors. Graphic I~ cuties the key 
Drewisians af the Act 
‘The changes impos by the legislation are dramatic in scope and pose significant chal- 
lenge forthe pubic accounting profess. At the stme ine, many maintain the changes 
were necessary to lessen the ikeihoad sf eogporate aid 
‘sccouiming frond wal Wo restore investor cadence in the 
US. capil market 
Section 404 is perhap the most cont ors provision 
‘ofthe 2002 ae. No one argue the imporiance of adequat= 
‘intemal contrls. However, the costs of inplereing this 
section of the ct can be substantia Nat oly are comps: 
‘ies reyuied todocurent ternal coro and asses thet 
adequacy, but ther muiors 90, mast peovide-an opinion 
‘on unagemest’s assessment. The Publis Company Ac- 
‘ounting Oversight Board's (PCAOB) Austins Stardand 
No. 2 added an ational requirement sates ex 
rs. second opinion on whether the cenpaay has ane 
tained effective ntl contol over Tari reporting 
Wi revisit Secon 404 in Chap 7 inthe context of ai 
troduction wo inerma contra. 
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AMOVE AWAY FROM RULES-BASED. 
STANDARDS? | 
“The accounting sama a Enron und ter capanies 

so rekindled the da>ato over principle-based, or 
‘more recenly eres objeetite-orkented, verse 
‘rules-based accounting standard Infact a posi 
‘fhe Sutbanes-Oukey Act requ the SEC to sly 
the fue and provide» report to Congress on it inde 
Ings That report issuer July 2008, reamed 
that accountng stantirds be developed. wing. an 
jective oriented approach. The FASB also ious 


sess un prlesioval adie as opposed foe ! 
{ing Uist of rules wn owning Be appropri c= | 
ousting Weatent foro tansaction. Leas aceaunting | 
Provides «useful examine fr enmparing the 140 ap 
Prmactes. I Choplr 15 you wil ara th company 
‘eons ong-erm esi fa seta ihe a eaplal 
Tease or an operating lens, Ws easing ranger 
in substance” the psciase of am asset withthe lease 
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ayers effectively servings payments or hat purchase, we sould account forthe rnsaction 
‘hat way: capital ease requires thatthe propery bring lease he recone as an mse anda 
liability to pay For the asset. No asset o ability fs econde for an operaing ewe, Therein 
Ties the prem. Recause company ranges are aware that analysts View deb as Indicative 
‘of financial nk, those managers often ty wo avoid reporting more deb than absolutely nee 
‘ary, As a result fms frequently stretch she its ofthe rules to structure lease agrecient 
‘0 that they technically sidestep the FASB's dale rales, principally fr criteria provided 
ln SPAS Na. 13, for deoifying capita eases sha segue ronda liabiiy 

In cantante IASB employe un objetives-onentod appronch to lease accounting in its 
14S 17 In that sandar the fous con professional judgment rather thin specific resto, 
‘determine whether the leasing atrangericat effectively tansfers the “rsh and rear” of 
‘ownership. Professional judgment ie ie applied Yo determine Ifthe risk and revards have 
Teen tanaerred 

‘Which approut is more likely to espe the economic substance ofthe fase rather than 
‘ts Fort? The FASB s eiteria were deste lo aid the accountant in determining whether 
the isk and revards of ownership hays hoen Wansfersed. Many woul argv, anugh that the 
resulthas heen the opposite. Rather das vse the ste to enhance judgment, rantgerent 
dit ccountunts can use the ules as as excuse 1 avoid using professional judgment l= 
wether and instead focus onthe cules alone, Proponents of a objetivesorealed appreach 
‘ng tits focus is squarely om profes onal jxme, there ae few rules sidestep and 
we tore likely will rive at ao appropeiae spout retment. Dettactor, on the ther 
hand, argue that he absence of dattled ules opens the door o even mere sbase. Even in the 
sence of interdona isis, reliance or proessionl judgment coud result in differen i= 
‘expeitions for similar transactions, raisagconcems aoa caparabiy. 

"The FASB is actively consider whch to ive toward objectives oriemed standard 
setting. That tie TAS primarily fllows an cbecives-cnenteg approach, coupled with the 
FASB's recent moves towand convequence of U.S. and inlrnational standards, hits at 
Jeanine in cat cretion, Opposition thovzh is ardent. The debate has by mo meas ened 


THE CONCEPTUAL FRAMEWORK 


‘The increasing complenity of our business word ceates growing pressure og the FASB to 
debicately balance the mun comsitgens de aconting stands eting proces The isk 
‘ofthe PASI is nade loss complex if tete exists a set of eabesveabjeties and fundamen: 
‘al eoneepts on which fnancia) accountng and eparang can he based. A numberof years 
alter coming into existnce in 1973, the PASD'selfrts resid inthe estas ofthese 
‘yectives and concep 

‘The conceptual framework has been described asa constitution, coherent 57% 

tem of intereined objectives and furcarpentals that can load 49 consictnt tan 

ards and that proserbe the nature, function, and 

limits of fnancisl accounting and reverting. The 

fundamentals are the underlying concepts of ac- 

counting, concepts that guide the telection of 

‘events to be accounted fo, the mescurement of 

‘those events, and the means of summanzing and 

‘communicating them to interested partes." 


“The FASB his disseminated tis framework tough 
seven Sialemenis of Financial Accourtng Concepts 
‘SPAC 4 deals with the objectives of financial reponting 
for momproit onsanizations, and SEAC 3 ws supersede 
bby SPAC 6, which, with he other four staerents, ied 
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usa below Is important wo raze hat de conceptual ame ork provides strctne ad 
‘est ono pecoucting a teportingsnd does ao: Sie prescribe GAAP 

“The financial siemens nd thc slement are mt inkxmatve when they porsens p= 
cific qualitative characters, subjet othe contrat of matey, cos Mectivees, 
sn omer, Proper mcegation and measure of sansa efrmetion Fy 0 89° 
‘Satsneampions ond pncipte tat undertethe natal spoting process 

"The emalnder ths apr devexed 0 cs The eanponens of he cosce 
ual framework tht bear on nancial sirens ws dep i Graphic |S begining wih 
Ie ojetives of ancl epuning. 


Objectives of Financial Reporting 
Inapying te oveiding objetvs of Franca repre the boat coir he ee 
ron, ea poli and cal ewronmsnt i the Unie Sac, The objectives would be 
ale difereat na saint semonly where the maj of productive rescues are EDV 
reat owned 

ini othe obesies ban over seta go ving the pubic nese by. pro= 
Siding event Tsai an he infra that gsr wth formation frm 
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‘other sources, fslitaes efficient functioning of eapital mahets and othervise asi in pom 
‘moting efficient capital allocation of scare resources ia the economy” 

“The importance to our economy of providing capital marker parpants wit information 
‘was discussed previoutly x were de specifi cash ow infortation needs of investors and 
reer, SAC F anicultes this importance an investor and crestor nceds hah tee 
busi finanetal reporting objectives tod in Cirephic 1-6. 

‘The fist objective specifies a focus investors and exeitor, ln wlio to the impor 
tance of investors and creditors askey uses, aformation wo met their nes Hkely to Rave 
genera lity to oer groups of externa ers who ate interested in essentially the sare f- 
uncial aspects of «business 2 ae investors and creditors. 

“The second objective refers othe specifi ea flow information nce of investors and 
editors. The thi objective empbtsizes he ned fr infernaton about econcic revources 
nd chins lo those resources. This infotation would lachide not only the amount of re 
‘sources and slams ata particular point in ime but also cbages in esourees and claims tha 
‘eer over periods of ime. This informacion is Key to predicting future cash flown. 


Qualitative Characteristics of Accounting Information 


‘Tostisfy the sae objectives, information should possess certain charuciersics, Te pur- 
pe of SACs wo ouline the desired quality characterises of accounting saformation, 

Geiphic 1-7 indicates these qualctive characteris, prosented i the for of a hierar 
chy oftheir perceived importance, Notice: that the main foews, as satel in the ft concept 
‘Matement i on decision usefulnesy—te ability v0 he weful in decisiom making, Under 
standability means that users mus! under sand the ination within the context of he de 
cision being made This sa user-specific quality because users will fer in their ability 10 
‘cmpreend nyse of information. The rst sted financial reporting jective of SFA 
‘sto provide comprehensible infrmaton 1 these who havea weaxonable understanding of 
busines nd economic activities and are willing ost the infor, : 


PRIMARY QUALITATIVE CHARACTERISTICS 
“The primary decision spociic qualities shat make accounting infocmation vse ace rele= 
‘vance an reliably Hoth are cries. No mater bow reliable, information not relevant 
forthe decision at hand, is useless. Cor vrsely, relevant information is of He ve itt 
cannot be relied on. Let's look close a eon of tse wercharacerstcs, including the com 
[pone tha make those uals detratke. We alo consider two secondary gueliies com 
parablcy and consistency, 
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Geto 1-7 Hera of Desai Characters of Accurting nlermation 
‘QUAUTATIVE CHARACTERISTICS 
Uncestandsbty User apace giey 


Relevance, To make dference inthe decision procs information mus possess pre 
sis ave aioe feedback Yalue. Gone ofa itormation Wil poxsess both qual 
ies For example if nets sm components cain investor expexaions about 
Fume cash generating ability the nat income has feebac vale fo invest. This confi 
to cn ao beeen prediing fence ccna mene ae 
‘This preitve abiliy is cma wo the concep of “asnings quality" the ably of = 
pe erin income) 1 rod a compaay's ute earngs Ths ea concep we Feviit 
{fogcy tnughout hietextok inorder le explone he wipacton earings galt of Ya 
‘oo ops under dncusion. For inter, Chaps we discus the cotent the 1 
he statement and certain clasicstions wed i he saint ow the perspective of 
Selpng analy sept company's wanstory cari or ts permanent carne This 
‘ejarion is ercal ya meaningful pedi of fuure earings. tal chaes, We 19k 
{Show various financial poring desig ec amg 

“Timeliness alo yan emporia’ component of rlevance Infrnaion is imely when cis 
“lal a esr ery enon alow tas the dcsion process. The ned for inely 
Intonation requires ha compan nie infin to sxoral user oa peti bat 
The SEC rogues toga submit fnanclal sateen information toy aan 
‘ass, but al quarry foros tree quar each ist eat. 


Reliab. Relat isthe extent o whic information is eiable, epresenuronally 
il, sd never Verb ples x consenss tons cllerent measures, Fx ex- 
{ingle esta cont af pice amd tobe repre othe bance sheet of a company 
i ually highly weal. The cost canbe traced am esciangetansaction, the porchase 
site hind, However the art vale of ht land is much exe efit overt. Apa 
{reco ler in Hhcir sessment of mare vale The 1m abjrtiy often tied to 
‘erifiabii. The historic cot ofthe rd jective Hae anak ale i suec- 
Urs inflaenced by the mesware's pst experience and pisses, A maaemen hits 
‘jest eificult owes. which makes it more fc or ar ely on 
presentational fahulbess exits when here iagecment between a ease of do 
‘expo andthe phenomenon purports represent Far esamle esse that thet 
Srey va haan shot ei] campus undorstod by extra uses represent 
‘mst re ned forsale nthe onary coarse of business. inventory ince, sy, 
tuichines redo produce inventory then i lacks reese aol fll. 
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Several years ago, 2ecotants use he ier reserve for daub accouas w deserve x0- 
ticipated al debe elate to accnonerccivable, Por any, de fen reserve tears ham 
‘of money has bean set aside for fire bal Jebus. Because this was notte eas, this term 
lacked representational faithfulness. Ths dessrption “Yeserve,..” now has hoe changed 
“allowance for uncollcibe ceounis”o “allowance for doubtful acopunts"In FedEx Car~ 
poration’ nancial stusmen's the halbnse shee in Brepors Recevubles vs al 
Aowaices of $151 rilom ara $749 min athe eof 2008 and 2003, espesively 

Reliliy sates de information eng relied is neta wih respect ios po: 
‘enilly tected. tn that regard, newt highly related to the establihment of aceount. 
ing standards, You leamed eator that changes in accounting sandards can lead to adverse 
‘economic consequences to certain companies her investors an eredioes, and other iier- 
‘est groups, Accounting standards shouls be exabished with averall acta gts amd spe- 
Cite eyectives in mind and stould ty so favor particular group oF companies, 

‘The FASB fhces a dificult tank in blanc noua 
lay and the cowsiderton of econuimi connesenses. A 
‘pew accounting standard may favor one zroup of coe 
‘aniss over other, but the FASB must convance te f- 
‘ancal community that this was a consequence of the 
Standard and not an objective wed wo «the standard. 
‘Donald Kirk, owe ofthe members of Ue fist group 
‘serve on the FASB, sessed the lmponsnce of neue 
ty inthe standard Seting process. 

“The quotes of relevance and elisiity often clash. 
Foe example. a net income forecast poided by the 
‘management ofa company aay posse a high degree 
lf relevance i investors and eres ying to eit 
fine cash ows, However, forecast socessaily con- 
tains subjecvity i the estimation o° fature events, 
‘GAAP presently do not require companies ta provide 
Forecasts of any financial variables. 


SECONDARY QUALITATIVE CHARACTERISTICS 
Graphic 1-7 hentifies two scuodary qualitative characterises important to decision wse- 
Fulness—comparsbilty and consistency. Comparability isthe ability to help ses see sien~ 
ilrtes and ifferences between everts and conditions, We already have discussed the 
limponance ofthe ability f investors i critors o compar information sero empanics 
to make ther resource allocation decisions. Closely related to comparability is the nation 
‘that eomsistency of accounting practice over ime penite valid comparisons between dif 
Fenent pecods, The predictive and feedback value of information is enhanced if users ex 
‘smpat he performance ofa company aver time tn the FedEx financial statements sn Ap- 
‘pendix H, notice that disclosure Nove | inides a sommay of significant accountng pol- 
61s, A change in one of these policies vould requie disco in the Financial statements 
and ots to restore comparability heten peti, 


Practical Boundaries (Constraints) to Achieving Desired 
Qualitative Characteristics 

‘Most of us leam early in life that We can't gt everything we desis. The latest cletronic 
adget may have all the qualitative charictristics that cumeat technology cam provide, bat 
limited resources ay lid  parchose fly Fantional moe] with femer ells and 
histes, Col elfectivenens sso comsins the ecning choices Ne make. Specifically, 


OUPTERT —— Srvtermentand reo Sra Franc Acsueg 


‘operant thatthe Reais af endowing acccntinglnkimation wit al the qubtatve 
theaters we've dissed enced he coats of ing 0 

"Ano emai the typeof tration we provid she concep of materi. 
Foran atonal $20 yeu cn a th nex enancemer 1 hat elesonie page You" 
‘nsideing, However dpe te higher spec, i you fel i ll provide mo dace 
provement ithe performance ofthe prec ax you wll use wy pay the extra $201 Ia wo 
ecouoting coat i mre costly ay of providing inlortion wt exes Oh 
‘teil elec on decisions made by inne ite inermaen dhe Tes ety mete ny 
te 

Cot effectiveness and mae pat pacticl consists each ofthe quiaive 
shorasenitcs of accounting information. BO Sugg ha crim accounting ea 
‘ight diferent ro that dated oll by consideration o esd gua f infor 


(COST EFFECTIVENESS 
‘The cont of roving accounting isformaton include t-= of gatberng, processing nd 
Seemiting nformuton, Tere alo are canst wees wea ierpretingenorration 1a 
tition, cost nlade she adverse economic consegunces of mlementing aceon 
Ing anda. These ess partici me difinli me pense, quart. 

example his isthe tana tha egies compan operating in more than ope op- 
ring segment wo diselne certain disgyrepate fac tran In adi (0 
font paterng, processing. and dsserinason cos, ouny companies ee tha his 
‘epotingeeqicernen pores what cold be ale cuaprive disaamiage ens These 
“Computes donot want tee competitns Yo have the sagged da 

"The perceived benef fm hic any acing stad icretac cin wf 
ew othe informition provide which. hopefly, improves ihe rere allocation press. 
{ee inherently emo tsantiy thes heme The «labore information uN 
rocesr unorskon by the FASB in seing accounting tani sun arlemp eases bth 
‘ntl eneis fs proposed accu sada even ia subjective, oonguaable 
‘mare Ine ease of eprtng dsaggreyited ifort, dhe FASB decided tha he pe 
‘sve beetit af disclosing this infermatom xceede the sa proving 


MATERIALITY. 
Merit s athe pervasive constr Informations asl ean has a fest on 
‘ dsision made by asey. One consequence of consteing materiality i that GAAP need 
‘ote followed ian tem is immaterial. For example. GAAP requires that receivables be 
Itessured a thei cet eazable valve ad dete are iste they shoul be estimated 
{Bu sbuacted frm be face unount of receivables fr baie see peasurement. Tis 
Salle the allowance mead of accounting for bad debt, Hoveeve ifthe arnt antici 
{te ba eb isnot considered to be lage ome fe desisons made by wen he 
‘iret wetoff method of scouting for bad debts canbe sd even though A HOLA 
‘ally accepied fee. Tis method does eo equi esta of tad dbs fo exiting 
roenablee 

‘The heshold for marily wil depend principally om he retary dar amount ofthe 
wamaetou, For example, $10,000 i oat antcipated bas debs for a mulubilion doll 
oipany like Feds woul pot be omsiered material Tie method ved 9 account for 
‘how anticped he eswal wtalet the decison moa: hy Feds Cexperatio’s a- 
‘al atement user. Ths me $10,000 amount, Rowver could ealy he mata oe 3 
tesshborod! pure pio The FASH hasbeen reluctant wo stohish any pantatve mite 
rity puis, The reso for ater as bea ot ote subjective judgment of 
the company peparinig the fnaacialstemen adit ia. 

‘Matti is concerned only with he dar aout of ante but wih he ature 
the zm as wel Tp 1999 dhe SEC issued Saf Accowning Balen No 09 ™ The blletin 
fexprosics the SEC's view that exclave relance on quunttave beochmarks Yo Wess 
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“the te of Acnaring oh an Information Sites 


natetiticy in preparing financial sateen is ingppropiate, A mumiber of athe fet in- 
‘Ging wheter the le in guestion involves an unlawful ransscton, shoal also be con- 
Sered when determining merit. Fur example, an activity suchas the Mego payment 
‘FS10,000 to an offi of a foreigs government uy secure a valuable contract would prob- 
‘hty be considered mtel even ifthe sono xml relative the sizeof the comma. 


‘CONSERVATISM 

‘Convervatlsin is practice flow i a alten ensure thit uncertainties and iss ne 
herent in busines stautons are adequnily comsidere. risa frequently sted characteristic 
fascounting information Gonservatisn is woe, however. desi qualitative charactrs- 
tie but» practical justieaion for ss accouating choices, In thal sense, coaseryatima 
‘Server hid constraint ow the achievement of various quiiaive characterises.” 

"The nee fix conservatnm offen is discussed in conjunction withthe estimates required 
wcomply with GAAP For example, asa that «company estimated thal i anticipated 
‘bod debts om esting tecelvables crete my number between $20,000 and $30,000, with 
the most tikely amount being $25,000, od that these amounts are material. A conservative 
‘aime would be $310.00, thes showing tke lowest amiaaa (ofa range of posible values) 
in he halance set for net receivables athe highest expense and therefore the lowest net 
Income) in the income statement. 

However, financial accountng information users could ust as esily be misled by con 
seevatve estimate aby an optinivc ene. 1°25 00 ithe best estimate of antipate ba 
{iba Gon that she number tat shoul be wied. Conservatism is ta desirable characer- 
{fic noe iit an accounting principe. Nevenhelss, here seem tae some accounting a> 
tcex tc ay the lower-f-cos-oF marc oethod for measuring inventory (Chapter 9. hat 
lappet tobe generate by asst be sonseryatve, However these practices are maxivae 
{by oihr accounting principles sucha the realization principle as discussed teri this chap 
{ee They also ace invence ty practical realities of our legal syste. Investor and eredirs 
‘Whe lose money fom stock purchases Tame ne es likey 1 nv when bad news is exas 
eve and good news is underestimate. While ecogiring the roe hat conservatism plays 
Fr how information i eeporeed, we als ood to emphasize dat i no sine haractrs- 

fra a qualitative standpoint, sea, conservatism isa practical const on he ext 
{0 which other ualtative chancery wre insilled in accounting informaion. 

"Now that we've discussed the ques tha the clients of inancial statements should 

poses let's Jook more closely ate cements thexnselves. 


Elements of Financial Statements 


“SPA defines 10 elements of financial satement, These elena are “the billing bles 
‘wih which financial statements ae constcted—the clases of items dat financial ste 
nents comprise" They fu directly on tems elated to measuring performance and 9 re- 
Porting financial position, The detinilins of dese elements operationalize the resources, 
lars, and changes idemifig inthe sid objective of Financial reporting in SFAC 1. The 
icra acesunting rede atoll seribadied in the element defini. The FASB reona- 
‘ized that secrval acomting produces \Mormation thas more successful in peting Foe 
te cash lows daa eas flow accounting. 

"Ph 10 element ae: (1) ase, (2) Habits. 2) equity (4) investments by owners (3) 
tributions o-osners, (6) tevenies, (7) expenses, (9) gains, 9) losses, and (10) sompre- 
hensive income. 

"Yon probably already know in general rms wht most ofthese elements mean. Burs 
you will sce when they ore discusied i belpful io have a deeper understanding oftheir 
nvaning. You miy recognize the fir thee elementy—aiset, abies, and eyuity—es 
‘hove thar porate financial pation of sy enterprise. 


‘Fac AS recy ane ary a ly ral ot hea 

stotaianonsicsehayccucgrntite gages rane rpan 
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‘Assets ae probable future economic benefits obtained or controled bya partic- 
lar enya result of past transactions or evant, 


Akey carter of his defini is tba an asset represent rabble ut enone 
tenis A resivable is set ols tis probable hat fase Pee ts wil esl tat ash 
ibe collected. The euriled by aspect the deflation als is hnpertant The employ 
“evo company certainly mprse fair comic: Fenes acoapany- However they 
‘re mt menor contol by the company ad Gono qulity as mats 
Lilies are probable ature sactices af economy benefits arising om pres: 
‘entobligadont of apanicul arty to vansfer aise or provie eerdces to other 
‘ends nthe future as 3 foul el past vareattons o” event 


‘Mont ibis regi the fur payment of caste smcunt and timing of which are 
gece yell enforceable conde. Actually dsaigh a ality nec be pyae 
(Bue Instead, tay tue the company to uaoler er ses ot provide ries. Foe 
‘kample. 2 warranty lial i created foe the sller when product old and the seer 
urate 10 i oF replace the roduc if i proves defective anf peobable ha area 
“unto proc sel wl fact. prove defective. Hahly alo med not be epresemod 
‘by rites agreement, nr be lal enforceable, For example, weompany might eens 
‘uy a teminated employee's sly fora period of time ar termination even though nat 
egy ured io dos. The commitment creates a sy dhe dite oferta 
Equity or net assets, caled shareholders! equity or stockholders’ equity for 9 
‘orporntion ithe resid interest nthe asets of an entity tht remains afer de 
ducting habits 
Asiety and Tabilies are measured vey, equity i wt, Eyulty is soply a vial 
‘mou, The asco equaion Maas Maes posion 


Assets ~ Libis = Bgity 


Nevers 
Fora corporation, equity rises primarily fom evo sources (1) aroun invested by 
starbelders inthe corporation atl (2) ameunts ered by the corporation bball of 8 
\tareoldes These two sources ae repre as (1) pai capital and 2) retained eam 
nas, We sus his clasiiaton of dwehodes equity i me depth i Chapter 1%. 
“The nox two elements dein in SPC fal With care im ety rm ae ane 
Investmants by owners are increatos in equity resulting from tansors of ro 
sources (usually cash] we a company in change for ownership iierest, 
-Acorporation’s issuance of ownership shares of stock io xchange for ash represents an 
investment by owes, 
Diatributions to owners ae decreases In equity sulting fom vansfers to 
‘Acs ivdend pad by a corporation tle shurdholders isthe mot common dntibtion 
Revemics pin, expen, aal linac desi changes ity det oli-peeraing 
roan, 
‘Revenuos are infows or other enhancements of aes or sttlementsof abies 
from dalvering or producing goods. rendering ssrvices or other activites that 
conatute the ens ongoetg major, oF central, ope! sens. 


-Esponco are grote 
tas incre 
Sererming revenue, 


Comprehensive income 
‘hen dows not eaial 
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‘The Role Asourtng aren eration Stem 


‘Aey chorateritic is thal revenue news Tho enters sequin semeting in 
‘eactunge for providing goods and services to customers. Also, providing these prods and 
services represents a major operation of the eters 

‘On the her hand, if selling he item sae pat ofthe central operalios of he business 
‘bu instead is omly an neidental result those operation, the inflow of asset woul pro 
dace gain rather thi a revenue, 

Gains are increases in equity tom peripheral, oF incidental, transactions of an 

‘ent 

FedEx cams revenue by providing» service, delivering packagen, ta its customers If 
Fedx sold apiece of wachinery used to deliver packages foe an amount greater than ts 
‘book value (orginal cost less depreciation recorded up 10 the date of sale) a gaia would = 
‘sll Guin are not inflows, te difference between the mount ceived and book value, Rev 
lens ae roa infos measures the mount ees ved oto be received forthe goods or 
‘evices without regard othe cos of providing the goods or services 

Expenses ae outfaws or other using up of assets or ineurences of libiites du 

ing @ period from delivering or producing goods, rendering services, or other ac 

tities that constitute the entity’s engeing malay, or central, aperations 

‘A hey characteristic is that expenses cepresent outflows of resourey incited inthe 
process of generating revenues 


‘Losses represent decreoses in equit aking from peripheral, or incidental, trans 
actions of an entty 


If FedEx sold that plese of machinery used 10 deliver pockages for kar than its book 
‘value. s Jou would result, So, losses are the opposite of gans—they ae net cuflaes rather 
than net inflows They siffer from expenses hing et rather than srose ain sind hy 
being peripheral, or incidental, trarsaccons futher tat major, oF cet, operons. Rey 
‘xues plus gains ess expenses and losses fc a peti equals met Im et ste 60. 
‘alle hotonline othe ince stare > 

"You should note tha the definitions vf these nine elements ae in basic agreement with 
those wed in prachice Bul, SFAC 6 als inuodueed a new term, the ih clemen, called 
comprehensive income. 


Comprehensive income isthe chance in equity f a business enterprise during @ 
period from transactions and other events and circumstances from nonownet 
Sources. it inchicms all changes in eauliy during a period except those resulting 
“rom investmen's by owners ard distibutions to owners. 


Under present CIAAP. et income arpa the income sateen often dest equal 
ise income The diflereace i the treatment of ects changes in asset atid Lit 
Dlies no gcluded inthe determination of etiam for the pesto i which they ae ee- 
‘pnized but instead eportd collesively 3 separa component of shareholders” equity in 
the balance sheet called sccumulazed oer comprehensive income, For example, in your 
study of investments sn Chapr 12 you il ean that for certain types af investments al- 
ed at fair ales in the bala act the changes in thaws vales aren included in nin 
ome bot rather in separate component of shacholden”equly. Comchersve iam i 
‘cussed in Chaper 
‘Inthe Redlx Corporation financial ements in Append B, the income stacement fr 
‘the most eoent fiscal year reports net income of $838 milion, The balance shoot Fo the 
‘most recent fiscal year shows accumulated other comprehensive income of 546 min), 
and the slatement of changes in siockholers' investment and comprehensive income pao> 
vids the deta of the change in this ire from the prior year 
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Recognition and Measurement Concepts 


‘Now the various elements of nancial Msemnthave Pen iene, we dicts when 
they shoul be recognized (recorded) and how they sould be measred. SFAC 5 addresses 
these anes. Revit fetes wth process of wd afriaon ae the base Han 
‘al sateen. Measbremeat iy the process associa maria oun te he 
tens For example, a eveone as previously dene a» alow oases fom selling 
foal or proving a sevice. Bur-whow ould the revemuc event fe reer and a what 


RECOGNITION 
‘According te SAC 3, item shoul i eespnized the sc financial statements wie it 
tet the fllowing fou criteria subject oa cont effectiveness umstraint and matcality 
lesbo: 


1 Defintion The ie meets he deiaion of a eee of inne sateen 

2 Measurably The em has rlevant abe metabo with nile 
rela 

2, Relevance: Te iafwematon abost tis capable f making udiflerence in wee 
‘ecsioos, 

A. Relais The iormaton is sepenenatinaly Fil, vena and metal” 


“These obviously ace very aera guideline, The svc statment dacs not des p= 
ie recngiton ies, 


(MEASUREMENT 
TheyussGon of measurement iavuves two dives: (1 the nice oF aut of measurement, 
al (2) the choice of a abuts to he meatal. EAC > exsentlly confined exalin 
[racice in bath of these areas The monetary ito measwtevien! Sale usd ancl 
Siemens is nominal wats ¢f mooey without any just for changes in parcasing, 
ower In adn, the oar acknowledged that different striae sich a Wisi cost 
fet ealeale value al preset ale wf fre ch Now se presale ty men i 
‘ew anil statesent element, an hat they expe patie cootinae, For exam 
$e pepery pls a equipuical ae meas at hora eos, accounts ecevable we 
‘ne he realize Yl and os oe ais, wah abd re me 
‘eal he prea alu of fiture ca payee 

Preset wus mewrements Raye long been osociatd ith counting valuation, How 
er because ofits imracod prominece,prset vale ish foeus ofa Yevent FASB 
pt saint that provides a frumework for using furs cash flows a the bass for 
counting mewsrement and ao avert cae bjt ylingan ane ali 
Ing preet valve so approcimate he fr va ofthat wae habit” We explore ths 
give in more dep in Chap 6, 

‘Aner he fecogation and feasuremest questions te bed a genesally a= 
que asoumtng principles. SFA: confined se of he more important hee ri 
"ples ie in preset protice. GAAP cons of bl pies an spe andar. The 
‘scwal accounting model sun exam of abou prinsip=- Before adirssing adiional 
1 road principles, we look at some inprta assumpti dha unde thse faadamon- 
tslpracplen 


UNDERLYING ASSUMPTIONS 
‘The four hs assumptions undorying GAAP ate (1) the sconomic emit asumypsnn, (2) 
te going concerh assumption. 3) the pone assumpin. and (49 the monetary uni 
‘saumpon, 


= 
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Economic Entity Assumption, An coisl ansumthn ss ll economi evens ean 
‘identified with a parictlar economic ety Imvesios desir information about an ee 
‘omic ety tat crepe hr esp interest Fo example f you mere consi 
ring buying some wwe tock in FedEx. you woul wan information om the vacious 
Sporting wns that consents FedEX. You nould pee ifoemaion wot ony aoa tei 
Ute Stes operation br als about hr Lupa and eer ineraatna operations. 
‘Alo, ys hd not wat the ifoersalon abont FeEx combined with thal United 
Pare Service (UPS) ase i fei ompeny These woul be two sepa ecnmie 
nts, The final nr fr varios Comins salar) which FedEx 
fw a controling erent (peace tan SOE owersup of etng tock) should be com 
‘We wit hac of Feds (he parent) The area an sbi are separate Teel ent 
ties bat one accountng ety 

“another hey spect of Ws asumpton ithe inion Beteen the economic activites 
‘of owners ad those of The company For arp, te cononve actives of 8 sole pop- 
‘Soap, Uncen Restaura, should sepied en he aves of ts wae, Uc 
Sim Ute ms personal esdene, or stat, s mot ass te busiess, 


Going Concern Assumption. _Anoth:r sccessary assumption is that, in the absence of 
information to the contrary, itis aticipate ha business ey wil continue wo operate ie 
‘efinitoly, Aeountants realize thatthe going eaoeeen assumption does not siways hold 
‘ince there certainly are many business hits. However, companios are begun withthe 
hope ofa hang ie, and many achieve tha goa 

‘This assumption i ciclo many broid and speciic accountng principles. For exam 
‘le the assumption proves justification for moarunng many assets Based on ter histor 
alles fi were known that a enterprise Was ging to cease operations in the ner future, 
‘set nd lablites would note renee! thei ioral coats bata tei exwrent Tiga 
‘eto ves. Sir, depreciation of «bulling over an estimated life of 40 years pre 
‘umes the busines will operate that long 


Periodicity Assumption. The periicity ssssmptinn relates tothe qualitative char 
tent of metiness Enteral users need periodic information wo make decisions. Tis need 
{or erik informatin requires thatthe cconomic fe of an enterprise presumed to be in 
\etnite) be divided ino areal ime esis Fr Financial reporting: Corporations whose 
‘scuriies are pbliely traded re egule 9 provide fnasclal information to the SEC on 3 
‘quactery and annual basis” Fanci satements often are prepared oc monthly basis for 
Tanks anothers that might msc more tincly information. 

Fo aly companies, the amoal time perio (the fiscal year) use to report to extemal 
ses the calendar yeut. However ether onpanies have chosen ital year that des nt 
comespond t the ealendar year. The aesounting profession andthe Seewrtes and Exchange 
CCormmission advocate that companies adopt a fiseal year that comesponds to their natura 
‘sins yeu A natural busines year the 12-ne th pee that ens when the business a= 
‘ves of company reach tsi osest point in th aual eye. For example, many real- 
rs, WalMart for example, hove sdopsed a fiscal year ending on January 31. Business 
‘tivity in Tonuary generally i uit sow following te voy huky Christmas period We ean 
‘See fom the Pec Financial walerents Uc the company's Fiscal year ends on May 31 The 
‘Camiphell Soup Company's ical year end in July: Clorox’ in Tune; and Monsanto 
August 


Monetary Unit Assumption. Recall hat to mesure Finuncal stitement eleven, 2 
unto sae of measurement must be chosen nformution would be difcuk wows ffx ex- 
ample esats were listed as “ee machines, two trucks, and a building.” common denon 
infor ix necded 10 messare all elensenis, The dollar in the United States isthe most 
pprpiate conan denoeninaoe wo espe information sbout Financial saterent elements 
and changes in those elements, 
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‘One problem with hin sesamin s hatte monetary it preset be stable over 
Sine Tat the value a the dela, ems as ay to chase cera pos and ser 
‘ices tsconstant overtime, Thisobviovsly doe not stnet Hod. The U.S. esmcmy hase 
[rence pros apy caning pics, To the een at esa untae a hse 
‘huchins, tucks and bulldog were parbased at difeent mex he moowtry uni uke 
‘texte hen not the sme. Te fet of changing pace on financial information gene 
Sly dsconedelcwhere in your accounting cucu, tes nan advanced aca 


ACCOUNTING PRINCIPLES 
‘Thee are four impntan ted econo ries dt wowidesgiiant ede or 
counting practice (I) the histeneal cost pipe (2) te ‘elzaton pane (lho Krom 
Ite reer regu principe), (8) he maths pepe, and) the ullsloaure 
ncn. These principles den withthe crea abe of region and meas ment. The 
‘cru apcunting model is eroded in each f the peice, 


Historical Cout Principle. The FASB recognize in SAAC $ tht elements in fimaaeal 
surements cunently ae measured by diferent abuts In gener. however, GAAP mea 
fre sets and labs sod on hei argue ransacrica valu, cats thi historeal 
‘hie Foran sit this the a va of What ie pen ls cxchange sully cash) forthe 
‘uc a nil eguson For Biles iste cure cash else esived inex 
‘shag foc axsoming he Habity, For example, i company tered $1 milo exsh and 
Signe an nerest-earing note promising to pay the cash te fore. the Habty would 
‘sled at $1 milion, the cao received in exchange *> 

‘Way bate meaturement on historical costs? After al be caret value ofa company’s 
‘manufacturing plant might seem more relevant than ie osinal cox. Fi, stored cost 
ovis opto ci Te arti a repent th ash cab alent pa Tor 
[Sisset a rceived mn exchange forthe assumption of ait. Second, became treat 
rat alton isthe esl ofan exchange wamsacton ete two indepen parties the 
‘urea on exchange vale objective and highly vert. Alkematives such as measuring 
‘eset es cunt marke alu involve esting a seling pice. An example given et 
‘erin the eae concerned the vation ofa pace flan Appraisers could easly ier 
‘nites aceument nf cuent market vl. 

"Thee re cecaons were a partie from measuring an st are on is hstorca cont 
‘a wamamed Some wets, ernst, ae meatned a the ne eal elu. Forex 
ie feussmer purchased gos ar services on account fx $10.00, tease, acts e- 
‘sivable, would inal be Valued at $10.00, te orginal ransaction value, Subsequey, 
“152000 ld dels were stp net receale syle value at $000, the net 
‘lina value. Dopstnes om hstrcal st measrement cha this provide more op 
rope infomation in trms ofthe overall abjccive of providing information wai inthe 
‘ein of fur cashflows, 


Realization Principle. Dctrmining acoumting income the accrual accounting mt 
‘ea challenging ta When to necogeize revenue tv eta ois determination, Reverses 
‘me nfloms of assets resting from providing a proto Service oa customer. At what 
ais this even recognized by an Increase in ats? The realization principio eauies 
‘haw esietia be satisfied bee revenve cas be recoguizd: 

1. The carnings process judged wo he complete vinully complete. 

2 There reasonable cetiny ast he collect othe ase vo be received 

(usualy cast, 

‘These eitera help nmi tha arevene event xn ese wt an enterprise has pr 
ame ll oF sow of is earnings actives ora financially capable baer. The primary 
cing sett ha tngper the recognition of revenue aout a thee event The 
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critical event for many businesses occurs ai the polit-o-sal- This usually akes place when 
the goods oc services sold tothe buyer are delivered (i.e. til is trnsterted), 

The ining of revere recognition is» key element of eumings measurement. An income 
statement should report the results ll operating activities fo the time pen specified im 
the financial siesnens.A one-year inco-e statement should rept the company's accom- 
‘lishment only for thst one-year period. Revenue recognition criteia help ensure tha a 
[oper cu off bride cach reporting pried and that exaey oe yeas atvty i reported 
‘nihat income statament. Not adherms 1s revenue recognition eiteria could result in over- 
Satng seven and hence net income mone teporting per and, consequently, underat- 
ing revenue ad net incon in subsequent pero, Notice that revenue rengnition cxitenia 
allow for the implementation of the accrue scouting mel Revenue sald be r=0g- 
rized in the perio its eaved, mo nev seriy dn he peri a whi cash is received 

‘Some revense-prducingastiviies cal for revenue recogation over tie, rater than a 
‘ne particular pot in Gmc, For example, revenue recogaiion could take place during the 
‘amingspeccess for long-term consiractinn contract. We discuss revenue recognition in 
‘nmi dept ia Chapter S, Tht cpteralso desribesn more detal the concept of 
‘armingy process and how it relates o pes“otmance measurement 


Matching Principle, When ae expunses recognized? The matching principle sates 
that expenses are recognized in the samme peciod asthe meated evens. There is a cause 
‘amd-effe| eltionship betwecn revenuc and expense recognition implicit inthis definition, 
Ii piven period, revenue ts eengnivedaoconding to the realization principle. The matching 
prinepl hen vues ha allexpenses incurred im generating that are reverie alo be ec 
‘pnzed The net result sa meastre—net icis—that hes creat pia accompish- 
Ime aad sacrifices. This acerul-based measare provides « good indicator of fuuure 
‘an generating abi. 

‘Although the concept is staightfornar, is implementation can be dificult, The di 
ely arisen in trying to Wentifycause-»-eect relationships. Many expenses are nt in- 
‘cured directly ease oa tevenue ev. nse he expense is incurad 16 generate the 
‘revenue, but the asocition sins. 

“The malsing principle ts mplamanie by one of four diferent approaches, depen 
the nature ofthe specific expense, Only the fist approoeh involves an aetwal eause-amd- 
tect relationship between revenue and cspense. Inthe oer three approgches, the relaion- 
Ships ire. 

“An expense ea he recognized: 


1. ase on am exact cause-and-effect relationship betveen a revenue and expense even. 
2 By associating an expense wth th revenues recognized in 8 specific tme pen. 

3. BYa sysematc and rational alloca io spe me perio 

44 Inthe period incumed, without resid wo reated revenues. 


“The fist approach ia appropriate for vi of gods sl, There is defi canse-and- 
effet relationship beteeen Dall Ines reise fom he sale of persoaal computers and the 
‘Sst to proce those computers, Commissions paid salespertons for obaning revenues 
also ian example of an expense recognzed based on this approach. 

{Unfortnately, for most espenses there so obvious cas-and-efeet relationship be- 
tween a revenue andl expense event Ther words, the revenue event does not diet) 
‘eatse expenses o be incur Many expenses, however, can be relae! n peiods of tome 
“during which revenue is earned. For exstple, dhe mewthly salary paid an office weer ix 
not directly ote to any spite revenuis event. The employee provides services during the 
‘month, The eset waed to pay the emposce, cash, provides bens othe company only for 
that ome men sl fdirery elutes the vevenuc recognized in thot sane perio. 

‘Some cont are incurred lo acquire ast that pravide henefits othe company for mone 
‘an one poring peri Refer again to he Carter Company examination I 08 
age 7. At te beainning of year 1, $60,000 in rea was pid covering a three-year peti 
‘This asst, prepaid ten, hel generate reverues for more than one reporting period a that 
example, we chose to "systematicilly tnd rationally” allocate rent expense equally to each 
‘ot the thee one-year periods ater thao charg the expense to year 1. 


=— 


‘The founh approach vo expense ecogiton (called oa situations when costs are 
wed bt its unpossble determine ta which ered ot peo, any revenues Wil 
‘ar Foretarple consider thecon i adverting, Advertising expends are mae with 
the prewamptm that incurring that espese wll gence nec testlvevenues Lets ny 
Fates spends $1 milion fora senes af television commevils 1 fic o determine 
‘hen. how tush, or cven wheter addtional revenues becu as esilt tha pare 
es ide, Beau of hs iil, a verising expeitics ace reopnize. a expense in 
the peri incues, wit 9 attempt made Wo match ter Wi evens. 


‘The FullDisclosure Principle. Wememb, the puipose of scouting isto prose in- 
formation that sett decision makers. So. natral mere i acaunting information 
so nlaed i the primary financial staternets hat woul benefit ser, tha (nfrmation 
Stoald be provided ton. The fl dselosure principle scans tht he inci epors 
‘ould inelode un information that cou feet dhe deesions made by external wens. OF 
ue, the bene f hat information, 8 axel ear. auld exceed the cout opr 
{np he informacion Sappletentlfrmation chs 4 arty of ways ie 


3. Spplemental fisanci statements tat pert ore fete inert han 
soren i the pir) financial sateen 


We find examples af these disclosures nthe Fels finial statements Appetit 
Socata a the Buck of this txt. A paremhcial or modiyng coment is provided in the 
eemon sts kholdersinvestent section ofthe Blanc sce with dincase of the na 
ber of sures of sock auborias sso. and vutstanding The sateen nelude ever 
te aswell ae  spplemertal stietent slong information about the company's Guar 
ily operating vest, Notice ta the FedEx Corporation nancial tatrpents pede be 
folowing xatemen “The accompanying tots sre an icp prt of Test consid 
fac tafements” We discus alae actor Pre ment 36 tey las Wo 
‘fe fnaeial statement elements in later chapters as those ements ure dicts. 

‘Graphic [8 provides a suramary of the accounting avsurions ad peel that guide 
‘te recopnion ind mewurement ut accounting arma: 
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Ethics in Accounting 


ths ipa tert that refers to. code o: moral system that provides criteria for evaluating 
right aod wrong, Am eical dilemma i situacion in which a imividal r groups face 
‘vith decison tha et this code, Mac of these dilemmas te simple io recognize ad re- 
‘ove. Far example, pave sou ever hewn ented call your professor and ask for an exten- 
‘on on te ede of a assignment hy clan a cto illness? Temptation like this 
‘wil ex your ptsanal tes 

‘Aococntants like other operating jn the business word, are faced wit many ethical 
<ilemnas, some of which are complea usd itil to resolve. Fr instance th capil mar- 
et’ Foes om periodic profits may ferp «company's management to ord or een break 
sascountng roles fo inflate reported net score. Th these situations, techrical competence is 
‘ot enougt to mvolve the diem. 


ETHICS AND PROFESSIONALISM 
(One ofthe clements that many believe tingishes a profession from other occupations is 
the acceptance by it members of «responsiblity fr the imteress of ow it serves. Ahigh 
‘andard of ethicol Henevoe is expect of vhowe ented in & profession. These santas 
often are ariculats in» code of ethics. For example aw and mesicine are professions that 
Ihave their own: codes of professional cthics, These codes provide guidance and rues to 
‘members ne perforance oftheir pfessonal spouses 

‘Publcsecounting has achioved eespread recognition asa profession. The AICPA, the 
rational organization of profesional cried publi aceountns, has its own Cove of Pro 
fessional Condit which prescribes the ethical conduct members shuld strive to sebieve, 
Say, he Tistdue of Management Accountants (IMA)—the rary national pen 
Zation of accountants working im indosry and governmeni—bas i own code of ethics 3 
does the Institute of Internal Auditors the national organization of accountants provid 
ing internal anditing services for tei vm crpuniations, 


ANALYTICAL MODEL FOR ETHICAL DECISIONS 
thieal codes are informative and hell. However, the mosivation to bea ethically mast 
‘ome fm within oneself and nt just irom the fear of pecaltes for violating professional 
‘rns. Presented below it «sequence of scp that provide a framework for analyzing eh 

fal lus Thee sp an hyo ary pour om ee of igh an wong eh 


‘Step 1. Desceine the Facts of the siastion. This nvelves determining the whe, wat, 
where, when, ad ow, 

‘Step 2, enti the ethical sae su the stakehoMers Stakeholders may ince 
shureholrs crits, management, employes and the community. 

‘Step. Menu the values eae! othe situation. For example, in some situations 
confidentiality may bean niportat vale shat may confit with dhe igh 10 
‘now 

‘Step 4. Speciy the altermtive courses of action 

Sep. Evaluate the courses of acon specified i scp 4 in term oftheir consistency 
wth the ves Meni step 3. This step may oc may ne ead to 
soggested cours of ston. 

Step 6, _Ldenify the consequences ofeach possible eoune of action, I step $ doesnot 
_rovide a corse of action assexs he consequences ofeach possible course of 
‘tion for all ofthe stake lds involved 

‘Stop. Make your decision and we any indicated action 
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‘Yow hae recently Bee employed by a areal chan that els soning goods, One 
‘ty ta oe prepa pvode fancialstements for extemal tbe 
“he otal oes restor, ational Savings Lar rire quart franc tte 
ei and you ar cureny working on the steers the three-month peti end- 
Tg June 30, 2008, 

‘using the month of My lone; he company spe 1.200000 on age ado and 
{V aheting campaign The 1200000 weld the cox prada the comme 
‘wcll atthe oda and TV tie parce oun the conmerrias AIF the cots were 
haga to adverting expr Te coripanys de? Fane afer [CF has ke you to 
prepare 2 Jure 10 ast erty v0 remove the cst ro ering expense ad to et 
(a ast eal prepaid adverts that wil be experse Jl. The CFD eplned that 
i aketng campaign hs reduced agent ks May are and hi itl 
comin t ring nesters trough the eat Of J By tecoring thea costs as ay 
‘set. we ean match the cost ofthe vets With the aianal uly Ses Besides If we 
‘pers the averting In May and June, we wll show a operating los on our Income 
Semen! forthe mire The bark wuts that we conte ty show quae pros in 
‘er to maintain aur ian in ou aig” 


ja erumas ae resented throughout he et. These ilemmas ae designed io uine 
your consiousnes on accounting isons with tical rations. The atalyial tps ut 
linet above provide a framework with which @ evalate Une stuations. In addition, sur 
astute my aig enol chap elies canes for ft’ discussion and aplication. 


Po es 


What should yu tll your frend about the presence of accounting standards inthe 
‘Unites States? Win has the authority for standard seting? Who has the responsi 
‘iy? 9) In the United States we have 3 set of sada erown 2 gona seeped 
‘aunting rincpcs (GAAP) GAAP ae 3 dyramic et of uth brad and spec guides 
‘hat companies sna law when resign eparig the soma the nan 
‘ll tatements ana elated notes The Secures ad Fxnge Common hs he autor 
Itytoset accountng standar for companies whose seule re publ oded bt vas 
us delegated the responsibilty to de aesputing pueson. AL presen, the Fall A> 
Counting Standans Boa the pate sector body repose or stan etn. 

1. What the eeomornie ad political emirament i which standard setting occur? 
{g.12)Thesettng af aceeunting and reporting stands often has been character as 
= pala proese Standards parla changes i stanars ean have signeant fe 
al eet 0 companies investors am creditor ard he inerest groups. A cane a 
Sr avourting sana or he invodutin of are tnd can res a sbstanal v= 
“tration of wealth within ur eennomy The FASE mis conier potenti econami con- 
‘equtnes af 3. change na acouning sansa oe he oda 3 ew od 

What the relationship amang management, audio. investors, and eretos that 
{end to preclude the "What would you ke tobe?” ate? 75) Mate veto 
Sty of manager a apply aroun Sands whe commuting with rary 
nc creo trough fina statement Radon eer = perenne ae fo 
‘ep ensre tet the management prepared statements ore presented fay in accordence 
‘ch GAAP n prviing surance, he autor press the "What would yu ie 0 
te atte 

4 In general, what is the conceptual framework that underies accounting principles? 
{pTa) The conceptual tamewoNk a coher system intnelaedobeetes ad an 
"hres tht eo ead to comasteat tad ara nat eich ate neon and 

iis fran accounting ae reparting The funds are the unde concepts 


=> 


Thee Aecourting wr Irmaton Star 


of acountin, concepts thst guide the selection a evens tobe accounted fr, the mceste= 
mont of those evets andthe meas smearing an commaricting them to interested 
portes 


THe BotTom Line 


1 Financia accouning is conceroed wih proving releyant anil! iaformation w var. 
‘ous exietmal user: Hever tbe primary focus son the franca ifoeraton provided 
by profi-eriemad companies to tie resent and potential investors and creditors, 

2% Cav basis seouunting provides a mewure ot penoae performance called net aperating 
‘0h flo, Which is the difference bewcen cash receipts and cath disbursements frm 
transactions relat to providing goods and services customers Accra aati 
provides measure of performance called me income, whic iste ference betwee 
Fevemues and expos Psiodie re roms conshlred a beter ndieoro future op 
‘rang cath fog han is curent net operating cach flows 

|X. Generally accepted accounting principles (GAAP) comprise adynaic et of th road 
and specific pudelincs that companies follow when mesaring and reporting the infor 
‘mation in ther Financial sacments and related notes. The Securities and Exchange 
Comision (SEC) has both he autovy a rexpannibiliy to set accounting stand, 
iowever the SEC hus always delegaved the responsibility toa private sector Body, t 
‘his time the Finareial Accounting Stunards Board (FASB). 

44 Aesountiag standards can have significant differential effets on comsnis. investors, 
‘reditrs and other intrest groups. Fr ths reason, the setting of acenning standards 
fofien has Bren characterized pial process 

5. The FASB's concepiual framework is cet of eobetve objectives an fandamental on. 
‘epts cn which mane accountings reporting stands wil be based 

{6 The objectives of financial reporting ae concerned with providing information to help 
investors and editors predict future e=sh flows. The primary decsion-apeitic alten 
that make accounting iafmation we) a relevance and iby. Tobe elev, oe 
formation must possess predictive value andfor feedback vale aml nwa be provid i 
timely mannet The characteristics olla iforiatn ae veal, represent 
‘ional faithfulness, and neutrality The 10 slements of finan] statement reas, 
bites, equity investments by owners, daibations to oNmers,revenbes, expeMs, 
[ins loses, and comprehensive income, 

7. The four basic assumptions underyiny GAAP are (1) the eccnomic entity assumption, 
2) the ging concer assumption, (3) she peicicity assumption, and (4) the monetary 
tot asmpion 

‘A. The four twvad accountng pinciles nat guide accounting practice ar (1) the hitor- 
cal eos principle, 2) the relation principle, 3) the matching principle and (4) the 
{ul-aielosare principle, a 
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Review of the Accounting 
Process 


LEARNING OBJECTIVES. 


FINANCIAL REPORTING CASE 


Engineering Profits 


After grating fom colege lst yar, two of 
‘or enlnetng-rijn tends a eet 
onlin rate hey began operations on ay 
‘an et they ei quite we uring the rs ar 
ow they wad theta brow £20.00 fou 2 
os bank 0 uy ew computing equipment a 
fice Tatar. To poor thei kan appition, 
he fends presented he bark th he flowing 
noone statment or tee ist yee of operas 
ening ue 30: 


aig eee ‘sao 
patig ees 

ch mp0 

fen ‘0 

Sates ‘tao 

Otis Stoo 

Never Xam 00) 
eee som 


‘The bank ofcer noticed hat there was no depen exes im Nese sateen and a ashe 

‘pur fends ty revs he statement ater making Yer-enéadysinens Aer agreeing fo ein. you doer 

“ening oration: 

“a Te ens paid $80.00 frequent hen they Ben operation. They think de equipment wl be 
ef fre Yen. 

1. Tey gay 850 month to rent fie space a Ionwary, they pit 2 fl year's ent In advance i 
‘ced in he BU ODD rer expense 

cc somating revert 13,000 hy vexed ow acum une 2. epi For wor ob 
performer August 


i Pood 
| zoe 
| 


QUESTIONS 
1. Wat purpose da austng eles sere? (aoe 62) 


2, Wha yer-erl aati te rea revi the ince statement? Did your rend do as wel ther 
| fit ear they though? age 62) 


” 


4 section) 


“The Reo Recount a nner Stor 


‘Asli founsation i vital to @ sound understanding of inermeiteaccownting. So, We 1 
‘lew te fundamental ecmunting proesis Here o serve asa framework forthe mw concepts 
{yo wil lesen in shis course 

‘Chapter itaduced the theoretical su-tre of Fnancal accounting and the encore 
within wave it opertes, The primary function of financial aocounting—to provide relevant 
Tin rellable final information 4 extra sexs—i accomplished by periodically dis. 
‘Seminaing financial statements and rele totes, ln this chapter we review the proces used 
to ently, sealyre, sonmd,sammmatize, and then report the economic events affecting a 

+ ancl position 

‘Koop in mind as You say this chaplcr that the accounting informatics ystems ban 
‘sacs acelly ose are que cfferent rn compar to company. Larger conwpanieswenet- 
iy ese mare compe’ systems than snaer companies use. The types of economic events 
‘tfecting companies elo case dferences in systems, We focus on the many features that 
ten bt be eoranon a all accounting ystems, 

is important io wdertand hat his shapt apd its appendixes are nt intended 0 de 
sribe seal accouotng systems In most usiness enterprises the shes volume of aia that 
must be processed preciades a manual accounting system. Fortunately, the computer pro 
Wiles a solution, We deserbe and ilacravs a maniwal aceounting information system fo Pro- 
ic ur onerview the basic model thar underlies she compte rftware programs actaliy 
‘wed o process accounting information. 

TRlectoni daa processing i fo accurate, and ffordabie, Many lage ami medium-sized 
companies own r ren cit own mainframe computers and Company-specitie data process 
ing stems, Smaller companies can take advanlage of technology with relatively nexpen- 
‘Ne micro: and minicorputers and generized data software package auch a8 QuickBooks 
tmnt Peachuce Accousting Sofware, Enterprise Resource Panning (ERE) systems ae n0¥" 
tring iwtlled in companies of all size. 1 objctve of ERPs  creale a customized sot- 
‘ware program that integrates all departinets and functions across a cimpany onto 2 ingle 
‘omputersystem tat ca serve the infomation needs of those citfrent department, inch 
ing the accounting deparsment. 


The Basic Model 


“The fist objective of any accounting syslem st det the oamic events hat eam Be 
‘xpress in financial terms bythe syste" An economic event fs any even! tha vet af- 
eos the ficarcal postion of the company. Recall fom Chapter 1 that financial postion 
Comprises asset, Habiite. and owners ity Brood ae specific secounting principles d- 
‘Grmine which events should be recorded, whes the events shoul be recorded, andthe ol- 
Jaramount a whieh hey should be mewored 

‘Etrmomie events can be castifed as ciher extemal events or ileal events External 
‘events involve an exchange between the company anda separate econowe entity. Examples 
tue purchasing merchandise inventory for cosh, borowing cash from a bak, and paying, 
(dais to employees each instance the company’ receives something (mershandise, coo, 
ad services) exchatige fo something cls (aah, assumption of a ability, and cash). 

‘On the otber hand, internal events drecy affect the financial postion of the company 
‘but don’t involve an exchange transaction with aohereniy Examples are the deposition 
‘of machisiery mod the use of supplies, Awe wil se Inter in the chase, these events mus 
be recanted o property eft «corn financial position and reals of operations in ac- 
‘condense withthe acerul accounting me. 


‘THE ACCOUNTING EQUATION 
‘The aeeountég equation andeliss the proesss used 10 capeure the effec of economic 
Assets = Lables + Oumess' Eauity 
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“The cements of he equation wee defined in Chapter 

‘This perl expression prays he equality beeen th os exonomic rewurces of a 
muy it sets)—sbuwa onthe left side ft eation—onl Ie al him to those = 
‘ces (lable and uity)—-abowanon the ightside. In her words, th esourees Of 
{nleqse ae provided by eedos or ones. 

"The equation also ples that each economic event acting this equation wil ave & 
iu fest because resources always ist ial las wo tone resources, For isation, 
cone the events (we refer these Uephot the exa eamscons) as Uketon 21 


‘ach rss is analyzed determines eect on th: equation and onthe specific 
anil postion elements. 

en te meg 
Ibi and foreach typeof charge in owner ei. 

‘Adiscused in Chafer 1 ofner of cporation ar is shareholder, 0 owner’ euity 
‘hea corporation refer oas shareholder equity Sashes” euity for aeorpraion 
aches primi fom two sources: (1) amounts Ines by shareholders the corporation 
Se) sexs eure by the carpet (on behalf ~hoenoldrs) These are eped 
(0) pin capital and (2) reine carn. Retin earings equals net income fst, 
‘intions to shareholders (primarily dividends) sce the inception ofthe corporation. 
‘Gap -1 shows the bic veoouing equation fxs corpation wih sharers egy 
exuded ighlight compotion. We we the eorprsc foal hogghout the Fema 
‘ov the chapter. 
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Grariec 2-1 Aecouming Equation fora ACCOUNT RELATIONSHIPS 
Corporation ‘All wansaco ns coud be recoded i enfumay fashion os 
Aa L EME ‘teases of sereases 46 elemente ofthe acomting equate 
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However even fora-very small ompany wit few traneactions, 
this would become cumbersome. $6, most companies use & 
‘cess call ta double-entey system. The fn double-eatry 
fefets tothe cial effet that cach tamsiction has on the a 
‘counting qtion| 
lement if tie accounting aqution are represen by ac 
‘counts whics are contained ina general ledger, Increases and 
“ecreasesn cach element ofa company’s fiancial positon a 
recoded in ewe conn A separate acs! aintsine or 
individual 29ses and abies, reined earnings, and paid-in 
‘aplal. sf accumulate snfrmation needed forthe come 
statement, we wse separate ueconnts o kes rack ofthe changes in tained earings caused 
by revenucs, expenses. guns, and lowes The numberof accounts depecns on the eomplex- 
fay ofthe company’ operations 
‘An aceon ashes Ue aecount ile, a account number to ad the processing ask, and 
‘columns or fields fr increases, decrease. he cumulative balan, and he dat, For insirae 
tional purposes We use Taccounts instead of fara ledger accoun's. A-aceoun has sc 
{tthe tp For the aceite and twe sin Fr eco inte anes and decresses 


‘Account Tile 


For cones accountares hav festivly wed a sytem af dite aml eri ine 
sens an! decrease aceon alam che eer eis merely nese the ef ie 
the acount and rei the ht ie, a so belo. 
Account Tie 
Geb ise | ete 


‘Whether a debi ora rei represents in:rease ora decrease depends onthe type of a°- 
‘une, AceoUKs on the lft side ofthe sesounting equation assets) are inereased (+) by 
debit eotries und decreased (~) by cred emtres, Accounts on the sight side Of the seu 
‘ng equation ibis and shareholders qui) are Mnceased (+) Dy erediremies and de 
‘roaved (~) by debit enti. This arhouy, ba effective, procedure ensures that fr each 
‘wansaction the net eapact on the lefts of accounts always equals the net impact onthe 
right sides of account 

‘For example. consider the hark loan our cali lasration, An asc. cash,icressed 


by $40,000. creases in assets are debits Linbliies also increased by $40,000 Ineeases it 
Mabie are cred, 


4+ owners equity 


‘The debits equal the erets in every transaction (dol effect, so both before an alier a 
transaction the accoaniing equation isin Yalanee 

Prior expesure othe tem debi and ced probably eames from your experience with 8 
‘bank account For example, when a bank oebits your checking aceount for service charges 
icdecreases your account lanes. Wheo you make a deposit the hunk cedis your secount, 
‘increasing your account balance, You mis emembe thal rom the bank's perspective, yor 
hank aecouot balance is iablity—ic represents the amount Ht the hank Gives You Thee 
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lor when the bunk debits your acount itis esreasing is babii. Whee the bank tes 
nea eb creme 

(raps 2-7 ilirates the relation amens the acowsting uation debits ance 
san the increases decreases on imac potion eke 

‘atc incre and Jecreaes i eae earings ore conde iret Far ex 
niga espeoe represents destese i eaied eam, hich res deb, Tha 
Sb, however recorded in an appropriate expense aco rather tha 9 ftne ear 
inp inl allows he company to maintain & spurte coord f expenses need dat 
fg an souring pied. The debi to retained earings lo the expense x recorded ina 
‘Tonge (eviewe aera the end the pera nly ale the espns tal sefiecte 


"The gencrl ledger accounts serve acon asconmts.Sbsiiary aces anced 
‘wa patcolir gener ledger con account ae maintained separ SUMS 
Tee, For example, aviary Iger for acon ss abl comin inv cea 
‘ouble comin each he ccna ee cases. Stbsdary egers are ie 
‘Sou in moe sta o Appendix 2 

ich general ger aceon can be cli 8 eter permanent tempor: Perma 
wet acennts preset ast, has, an hare eguy 4p nie. em 
ora accounts represen changes inthe retained earings compone of shrchokers 
‘ci fora chepraion cased by revenoe, expense gain, ss ramsacons would He 
‘Smbesamto reo each evenurcxpoos, Ease wataction diet inothe retaloed 
‘Cenngs aseaut Th erent tes of evans affect oad earnings should be kept 
Sep ofc tate the prepara the ian aterm. The balances in hes 
one acct are perl, oa once yer closed rowed ut ad heme Tt 
‘Sree inthe permanent rained earring coun. Phe emparyacevuns need wo be 
sro mess Income on snarl ae. This sn ress Oca ater 
‘Sco of tis chap. 
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STEP 2 Analyse the 


‘amen in jour. 


ore 


“hao o Aczouing on oration Sater 


‘ile, the euslomer. the specie goods sl, the dollar amount of hese, an the yen 
‘ers. With this informaicn, the second opin the processing cycle, transoetion Says, 
‘an be accomplished. Transaction analysis the proces of reviewing the source documents 
'o determine the dual effect on the accounting equation and the yesifie elements involved. 

“This process is aummarized in Musteaion 2-2 forthe seven tramsctions decribed prev 
‘xsl in Mastratin 21 

“The thd step in he process to recon the ransacton ina journal Joumals provide 2 
chronologialreued ofall economic events affecting a firm Each joural entry isexpeessed 
In terms of equal debits and credits o accounts affected by the transaction being vecorded 
Debits and credits represen increases cy decreases wo specific secounts, depending on he 
ype of acount, ws explained earir For esmple for eedit sles, a debit io accounts receiv: 
ble anda ene 0 sales revenue sreraded in a sales jou. 

‘sales jooral isan example of a socal journal used to recom repetitive (ype of 
tramaction. Appendix 2C issue the us of special joumals in more depth In this chapter 
‘nd hroughout the text, We Use the general journal Format to record all tansactons. 

‘Ay tye of transaction cam becom a general jourmal- has place forthe date of 
the trantaction, a place for arcount ies, account numbers, and supporting splat, 
phic for debit ene, and place for credit entries. simplified jourmal ec tx used 
hroughout the text tht Lists the accounttles to be dbitod and credited and the doll 
anounts. A common ecayention is lis he debe accounts ist indent the ered a= 
‘commis ard us eff ts cons ey edit amounts wd he Second cola forthe 
‘wit amounts, For example, the journal entry forth bank lan in tlostation 2-1, which 
‘requires doi to cas and a crodt to not payable, i recorded as Follows 


STEP 4: Poet fran the 


Ieeger scour. 


Step 4 isto periodically transferor pr! the debit and credit information fom the jour 
to individval ledger accoums, Recall ha ledger ls wmply a collection of al of the com 
‘any’s various uecounts Each account provides a summary of the effects ofall events and 
transactions on that individual account “This process i called. posting, Posting invalves 
transfering debits and eedits recorded in individual journal entice the spocifi eects 
alTected, A discussed earier inthe chapesr, most aecounting systems today ae corpater- 
aed, with ae jounal and ledger kept on isk. For these systems, the journal input informa 
‘ions aomatelly and instantly posted iy the lier accounts 

"These ist fou stp inthe processing cj stelustrated wing the external transactions 
ln Mstration 2-3 whieh cocumed during te mond of aly 2006, ho Hist mouth of oper 
tions for Dress Right Cioting Corporation. The company operacs a retail tore hat sell 
men sand women’s clothing. Dress Righ is gasized ay acrrporation 80 0B" ely is 
lasified by scuncew ithe palin capital esined earings. 

‘The local bank reuies shit Dress gh furnish nancial statements on « monthly basis, 
“The transactions lsd in te llostation cused to demonstrate the accounting processing 
yet for the moni of uly 2086 
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cash source documeat provides the necessary infermation to compte 
steps two and thre in the procesing cle. ansoction analysand recoding the appro 
‘ae jooral entry. Each Wanssction iste mlhsiration 2-3 ts enayred below. precede by 
the necessary ear ey 


“Tis first transaction isan investment by owners that increases asset, cash, and alo in- 


creases shareholders equity. Increases asses ae eco a debits nd incense share 
holes equity ave reconed xs credits, We use the pin eapital account eae come 
sock because stock was issued in excuse fr cash pa in? 


“This transaction causes increases uh ash wl the abt, noes payable Increases in 
asses are debits ar ineseases in Habits ane credits. The ates requize payment of $40,000 
in principal and $6,300 ([$10,000 » {0 » Sa = $800) + [$30,000 = 10% = 2 years — 
$6,000) in interest. However, at this point we are concemed only with the extemal transas- 
‘tion that ooours when the cash bored and the notes ae segned, Later we discos BOW 
‘the interest 5 record, 


‘This tramscton decreased cash (cit) and inereeed an asset called prepaid ren, 
‘whic is debe. Dress Right acquired te ight to wie the bulking For one fll year This = 
‘an aset boca it represents future benefit to the company. As we wil sce ler this ass 
‘expires over the one-year ental pee 


a ett a a Cg 


36 sections 


Torcord the ren 
Feotinadeanen 


faa ome month 


‘terecord recip af 
‘oan ntourt 


“The ele of Accourting a rlermation Sten 


Cash creases by 51,00 so the cas svt i dct. At his point, Dress Right does 
‘nt rene even even Hah ass Boe receive Recall ht he int terion Fe 
‘iad for revenue recognition as sac in the talzatin pipes hat he “earaiogs 
[ress sje tobe complet o ily comps” Dress ight does not ear te e- 


Employees were pid for services ered during the fit haf of dhe month, The cash 
expenditure id no eee an asset vi no fare benefits result. Cay decreases andy 
edited: sharcholde equity Jeceases ud x debited. The debit eroded inthe ep 
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"Tis antaction sam cuchange of ne act, secount vale fo another abet cash 
“Terao th payee 

ay 30 pete vs 

ietaned earings mnehees ary ‘00 

Cathy ; 1900 


‘The payment cash vider reduces hot cash ua tained earings. An aerate 
‘oso debit temporary acount ders at is led oretained eaming tthe end 
‘he ical yea along with the other temporary accounts, 


ere) Page iuustemon 2-8 
ate 2006 ‘Account Te and Explanation Post Rafi Debit cradit_ The Genera curt 
iy tea a0 


‘so00 


00 
7 

1 Gan 100 40000 
2 40,000 
130 
100 


Te eced he payment of ore yeas et 
rasiaree. 

1 Bure ae at 39013000 
‘coh 


‘romcere the paches of ieniucn are fate 
Imvartny 


3 Ratonad earings 3101900 


section) 


uysteanow 2-5 
‘General Ledger 
‘accounts 


“The Rao Acounng aan nation Sar 


‘Mlugeation 2-4 summarizes each ofthe wunsaetions just. discussed as they would appear 
‘nw gehcrl journal fn adition othe dle, account Ges debit and cred eolurins the jour 
‘al avo hs colin Ged Post Ref, Posting Reference). This wsualy is a number assigned 
{o dhe general ledger accu that i being debited or ere For purposes ofthis ils 
‘ion all aset aceauns ave been asyigiad numbers i the 100s al ibis are 200s, per 
‘anon shacolders’ equity acoount ares, revenues are 40Gs, and expenses ae Ss. 


Balance Sheet Accounts 
cash 00 Prepaid Rent m0 
Ju 1G 60000] 24000 Jay} GI July 1GN_24000 
GN 4000 | ta000 tt 
aye 35000 | 2000 ect 
46Gu1 1.000 | 25000 201 
Gr 150] 500 — 20GN 
joo 306) 
July 37 Bal, 68.500 © aly Bal 24000 
‘Accounts Recebable 110 Inventory uo 
TyeGn 350] 1500 wai jaysq@u 60000] 20000 _ayasT 
“4 200 9Gn 
Suv al 2.000 ly 31 Bal. 3,000 
s en eee TT 150 
sane ae Sey 12000 
Juiya1 eal 2.000 | July 37 Bal. 12.000 
Accounts Payable 210 [Notes Payable 220 
Sy20Gis_ 25000 | o00 aya 49.0001 
40,000 ly 31 Ba, 


Retained Earnings 310 
iyen 1500 
‘aly 39 al 7,000 


Lee Stott Aceoonts 


Salat Revenue 400 Coxt of Goode Sold 500 
35,000 July 3) Git uy 39 Gt 20000 
[x00 cut upon 2000 


E500 July Gal. July 31 Gal 22,000 


yen 5000 
‘Tuy 31 8a 6.000 


‘CHMee——Kevewat he Assuring esas 


‘he ge account comin posing reference sult page number oh our 
sulin ft he ura enuy wa te Ti allows cy eeeleresing tween 
te pra! andi ie Page | ne fran 2 | 

Steps ihe ocesing ple nfo ane he ure fmatio rom the ural * 429 | 
tee gouma geass aration 25 cas seagrass in Tatoo | 
{eo Dressel sper journal arin hve bee poste. The ef 
treet net weach oie posted huis ours tee pe 
Torte geal oun 

‘se rasa atomons ar propre an ore ys ni a econ nto. 88 Pep an 
sultanaton) a he endo naomi pein unljsted ial alance als waded Yo) 
‘rsedtp Albus sly st tn peeled ast a hil 
reat apriculor date pepe check er omen alo pone tha he 
teach debt acs existe uy he unt wih cre alan that 
‘Se ssunngsyation flan Toft athe die andere regu does 
‘Sisal ean hth eal ules core The Wal nance eo cua 
Senos As we wl or ere cage, inane ao Fates te pepe 
‘eo fasting eames 

"hs esc ral alice aly 31, 2000, forthe Dress Right Cating Consration 
soy is satin 2-6 Nove th eae earings ane of 10 Tas 
‘ase un fe ca vend barcbollen Tose abd Sea ine 
{ee eng resem, expen: pan a hn ame er ae ere ec 
femnvary eco Bore the art fe pest year tee cremes a decease re n= 
“edie eins canings acount. 

| 
| 


‘The Wyndham Wholeule Company hegan operations on August 1, 206, The followicg JOURNAL ENTRIES 


sumaetons took place during the month of Agus. FoR EXTERNAL 
1. mes vee $30,000 cash the comoration in exchange for 5000 shares of "TRANSACTIONS 
‘smu sk 


f bniperen i purchased fr $20,000 cash 


=> 


“Te oi ot Acs sn lomation Sy 
«On the fist day of August, 86.000 rent ona balding is paid forthe moothe of August 


an September 

4. Mercharaise inventory costing $3800 js preyed om acount. The company use the 
‘ererual inventory ster. 

«, $3,000 s borrowed from focal bank and a note payable signed. 

5. Credit sales forthe month are $40,000 The ost of merchandise soldi $22,000. 

S15 000K collected om acount from caster. 

1, $2,000 s paid on account to suppliers of merchandise, 

1, Salaries of $7,000 are paid to employees for Augut. 

{Ail for $2,000 is received from he ical uty company forthe month of August. 

{$20,000 cath was looed to apoter company, evidenced by a note receivable. 

“The eoeportion pad i shareholders cash dividend 1,000. 

Required: 

1. Prepare wjoumnal etry for each tanssction, 

2. Prepare an unadjusted wal balance as of August 31,2006, 


1. Prepare a journal cory for each transection, 
‘2 The ietance of common stock orcas increases both cash and sharcholders equity 
common sock) 


1 The purchase of equipment increas eipment and decreases cash 


{© The payment of rent in ntvance invteases prepaid rent nd decreases cash, 


CHMPTER? era the Aecuning Proce 1 
1 The payment of wppliers om account decreases both acount payable and ea 


1. The payments of alas for the ped increaney clic expen (decreases esi 
coring) and decrees eas. 


| The ei fa bil or services eeed increases uth an expense (ities expense) 
nd aecounts payable. 


1 The leing of cas to anether ety athe signin of «note increases noe eel = 
she and dzeeats cash. 


1 as iden pido sharcholders rice eh ean arming and cath. 


esc oe, eee 
on 00 
Renee "es 
ue oom 
py sto 
Note te 
rte mon 
poet 00 
Ne prio com 
beset bss 
onal ‘oi 
cone 2000 
Enact acodeld 000 
phy 79 : 
ities wee 
esi = 
Adjusting Entries, e& 


Staite prcsing yk pein geen oral en poo er acount Sta card 
‘ett mal Cone tuning ei ce warts Dost ioe an ry nn 


= 


O1p.47 


he djing ty 
tected fort prepaid 
Srsponce aaa coe 


e108 


The ole ct courting aan fomaton Sst 


exchange transicion with anther emit nc thesis, a not inital by source decuent 
‘hey ae coon af eed of ery persad whe Pura shulements ore prepored. Thee 
snamctions are commonly erred os adjusting entries. 

‘Bven when al sansactions and events ure analyzed, correct, jouralzed, and posted 19 
appropriate ledger accounts, some accous balances Wil require updating. Adjusting nics 
‘bs required to mplement the cena acesuning model. Moe specifically, boxe ents 
fexured wo satiny the realism principle andthe matching principle, Adjusting erties 
Tel ensure that al revenaes earl nu period are recognized in tht peri regardless of 
when the cash payepen is reeived. Aso, ney enable @ company wo recognize al expenses 
‘curred during pond, rogordles of wen cash payment i mide, As 9 resus period's 
‘nome datemn! provides amine compe mews ofa company's aperaing performance 
fan aber meusre for predicting fate ypeating es Hows, The balance shee also xo- 
‘ides more complete assesment of assets und Vablies as sources of future cash reclpas 
ti! dishursements. You might think of alusting entries asa metho of Bringing the com 
fny’s Financ informatio pt date lone preprng the financial satemcts 

“Asjosingensicn are mecesnary fortes staat 

1, Prepayments, someties referred a deferral 

2, Accruals, 

3, Estimates. 


REPAYMENTS 
Prepayments occur when the cash low precles either expense oc revenve reo 
‘ecanpe, company may buy supple inne pero bu ue he na ler eri. The cas 
futlow creates a set supplies) hie en Muse eXpeMse ia future fered we the a 
‘ts use up. Sims, cmpany may teceve ash ram a sistem in one period bit po 

the ewer witha pul or scrice na future pore For nance, agasine publishers 
‘sully receive eash in advance for magazine subscrgcions. The cath iaflow crete lb- 
ity (unearned reyenuc) thai ecogniad a: revenue in fue period when tis eared 


Prepaid Expenses. Prepaid expenses ac the costs of assets acquired in one pec and 
‘erpenned ina future period. Whenever cash x pai and tv wot (1) sail Rabiiy 0 
(2) py a dividend ce return capital io owners, must be determined wheter or not he pay 
‘mont creates future benefits or wheter ine payment Denefits only the current period. The 
urease of machinery, equipment. supplies othe payment of rent in advance are exam 
ples of payments that create future benefis ard should be recorded as assets. The beni 
[provided by these assets expce in fue ptiods and ther cosy expensed in future periods 
sola reyonucs are recognized. 

‘oillurate tis concep, acme that company paid radio station 2.100 in Jay fora 
‘eating that 2.000 were for averting provided by the ado station ding the roa 
‘uJ, heen $2,000 woul! be exper in the cane priate eh dsbuerner 
‘however, the $2,000 was a payment for averting w be provided ina future perio, s2y the 
‘month of Aust, then the cash dsburserent creates an ase called prepaid advertising. AN 
‘jsting cary jh requied a the en of August t ioerease averting eapense (decrease 
shurchoker’ city) and to decrease the svt prepaid advertising by $200 Assuming that 
the cash disbursement eco debit an ase, asin dis example, the adjusting enc fora 
prepaid expense is, therefore, a dob oa expanse an aera t an ase 

‘Te unadisted inal balance can provide a starting point for determining which adating 
‘entries are reir Fra pes, particulary for prepayments. Review the aly 31, 2006, we 
‘djs il balance forthe Dress Righ: Clothing Coporaion i Mlustion 2-6 om page 39 
nd try wo anticipate te required adjusting entries for prepa expenses 

“The et asst that requlres austmer! 5 supplies, $2.000 of Which were purchased di 
92 July. This transaction created an asic as the suppics wil be wed in fue pris. The 
‘company coald either tack the supplies vedo imply count the nappies a the endothe 
pric ad determine the uolur umount o! supplies reoaining. Aware that Dress Right de 
teemines that atthe end of July $1,200 of yuppies remain. The following adjusting our 
cat required, 


—— 


Aeris en seconded and pote vo te ledge acount, he spies (se account 
speed 481.20 dei las athe opin exer a We a8 380) 

i blac. 

‘he nett prepaid expense rearing juste is rent Recall ha tthe Begining of 
{uy the company paid $2,000 its Ino representing ne vea's et fn advan. AS 
‘fea wo aie dat he vei setvces povided ea pod re egal the monly 
‘en S200 At heen! f uly 2006, ane mom's pepe reat has expred and ust Be 
resgguzat asexpense 


A hx eu voor and pose! othe ler acount, the prepa emt acount 
ole a debit bases $22.00 representing 1 emg ont at $0 4 mth, 
nj he et expe account wl ave a $2,00 dei Blane 

“Ths final prepayment involves the stet represented by furitare and etre that was 
orate or $1,000. Thi assay ony Te but everieles wil expe over dae. For 
‘he previous two ating entre, twas fairly staighfor ano defeat te amount of 
‘te te tht spied dang the posed 

‘However ts dificult nat possible to determine how meh the benefits foe w- 
‘ng Snir and iss expived due any pareur period. Recal from Chaper 1 
‘into approach fo inplementing te matching principle to Tecogaie aa expense by 3 
‘yar un ational allocation to pectic tise pei” 

"Aum tat the fur a fistnes eve a wueol eof Ce years 6 path and 
‘ule wortbets atthe end of hit period, and tha we chose 0 allocate the cost eal 
‘rte period of we. The amount of manthy expen calle deprecation expen s $290 
{612000'~ 6) months ~ $200) andthe follwing adja emt recone, 


‘he ny wedues an ase, tate and tures, by $200, However the set aeoun 
‘ot reduc ety Insead the exit i o an accoum called accumulated depreciation, 
‘his ont account firture and fixtures. The norral balance i = conta ase 
‘sunt il bo a ee, has, "entra" or oppnis to the mal dei alan i a act 
‘ecu. The purpose of he eomtra second Is 0 hep tbe sigma est ofthe use inact 
‘le reducing inde nthe balance see, famiture ufc is eprted betof a 
faulted depreition. This tpt cower a dep a Cape I 

Mrs nt record and posed he ledger acum, the acuta depreca- 
sionapeout wil have w eet bangs of $200 and the deprecation expense account wil 
Je $20 Ubi lance 1a regu adjusting ey for epald expose swt reseed, 
scone atl ad sharrholerepiy (etained carn) wil he overated. 


‘Unearned Revenues. Uncared revenuus ae creates be a company receives anh 
‘harem in ene peso fo oo erie that reo be eve ina tre pia, 
‘Teen eel an enema imation, fyecorded acide focus and wre oa al 
‘This aby vefets he company's bligation to prov gcd x srvices the tur, 
To ila an unearned revenas transttion, assume tht ring the oath a une a 
maze publisher received $24 neath fora 4p sub-ripdon vo ony raazin, 
‘he stscipion legis in July, On weet af the cash, le pulse eco «aii, 


— 


‘a recur deprecation 
otfortre ond 
Radon or oe month 
ody 


6 secreny 


The adhsting entry 
‘cured when 

(turned revenue are 
‘tend te sani to 
Tit ade clit to 


‘eta Accounting aa loon Syste 


suncorned subscription revene, of $24, Subsaquemls, revenue of $1 is earned at cach 
‘nih magasine fe pubised nd mated ote eustomer An jig ety i reed 
‘ach month fo nerease shareholder's oven) Wo wecognie the Sti even eared 
Sn dexease the bli, Asaing tha hea eet eed a edi a aii the 
adjusting ewiry far uneamed revenues, therefove, is a debit wa liabaligy, in this case wiearned 
‘Subscription evened credo revere, 

‘Once again the undated alae rows formation oncoming uncerned rev 
‘enues, For Devs Right Clothing Corporation, the omly unearned revenuc in the trial balance 
{Seat vet reyenne. Reval that he company wbeased potion ofits bling io + 
{every tee fr $300 pe tpt On July 1 te Jewelry sre padres Rh 1,00 a 
‘vance forthe Fist mon’ feo. The risa was revo a de W cash and 
‘tet fo wears et rvemse 

“Aico aly ow ch ofthe S100 has be eon? Apposictly ei 
ove sas et has ben eared, $25, olay te low ag journal ey. 


After this enry js ecurded and posted o she lege accounts, the uneared rent revenue 
‘cous reduced oa eect balance of $75 For the rernaining one and oneal maa 
tent, ad the fent revenue account wil have ¢ $250 ete halance. IF this enty i not 
‘ened, not income al shares eit (Fete earnings) willbe understate and 


‘Atternative Approach to Record Prepayments. The sme ead rst can be 
Sschiewed for prepayrients by tecuring ths external Wansscion deci vo an expense 
even acco Ue fit sty compan: peer his approach or simplicity, Doering 
suction: may requir ll cash payments fr expenses tobe debited to the appropriate ex: 
‘enseaccount and al cash rceipt for ecnacs 0 be ered to the appropiate revenue a 
unt The adjusting ety then records T= unexpired prepaid expense (asset or unearned 
‘venue (laity) a ofthe end he po 

For example, on July 1, 2006, Dre et pid $24,000 in cas for one yeas eat on its 
building The entry incaded a debit to prepaid rent, The company sould ave debited reat 
expense instead, 


“The ajusting entry then records the snioun of pepe rem ofthe end of Fay, $22,000, 
‘an redoces rot expense o $2,000, the cost of rent for the mont of uly. 


“The et lft of hang the tanscti nin his manners the sume asthe previo ret 
sent. Fier way, the prepaid rect vecout will have a debit bance a the ed f aly of 
‘$22,000, and the rent expense account wil have a debit balance of $2,000. What’ important 
‘is that an adjusting entry recorded o ensure the appropriate amounts are reflected in oth 
te expense and ass before financial soiements are ts be prepved. 

‘Shia the Jly 1 cash eect fe the jewelry store representing aa advance for 140 
‘mans’ rent could have hoen recorded by Dress Right a «credit o rent revenue instead of 
‘uncarned ret revenue (a abil). 


oe 


CHAPTER? len cftheAcciing Recast 65 


ees Right eal he es 1,000 us ye revene i this way, tou then we the 


jung em fo econ the amount of peared events af the df uly, $750 and re- 
‘hc ret revenue Yo $250, the amount of revere camed during the mom of July, 


ACCRUALS 
ser occur when the ah flow eoines fle elder exe se or Fevemse recognition, For 
nee comme seth rin of tery moc nal po te 

tbe period, An expense must be recognized i th: peo cured ad an acerbed 
Tabi eter Alao font ed portom ots ee peek ewe 6 ce 
Shawnee, a revenue is recognized inthe peti eased and an ane weelvable 


‘Mary accruals involve exe transactions hat omy are coed fom a source 
‘esumeo For example, a sales ive or eet sak pride le informadonbecesary 
‘oie e debit wo aceounsrcciable und the eed ols revenue. However, ere are 
‘mesa hat ile eral ranucten and thin eye adpatingeres Boca a 
Sal nove recngaiion of expense or revenbehefr: cash low the inuused tal lane 
‘lobe bp in dering ried adjusting ene x wit prepayments. 


Accutire cw wham ae 
‘tui not yet pak. Dress Right Clothing Corporation requires 10 adjusting entries for uecrued 
Mandates 

Tiere is foreplye sis athe cond al Jy Rel a on ay 20 
sso nye 4:0 lols refs a oe mo aa 
Siento iy wl ebay be padincaty App Neves opan it 
Deecairreav i iy ir ere Sorel Soke exeone eyeereces 
‘Sips etl day oy nsx by spo An tinge 
‘ued inca nr eg Saree std Su) an ee a 
‘Site asaya Te sung ey france Ray soap tie 
npn cv oti. Rog st alot soa al 
Sys 589 me fiowine ssingery c 


Aer his entry recorded and poset the gener! ec, the salaries expense ascount 
“vitae a debit balance of $1000 ($5,000 5,500), ae sais payable account will 
sine seit lanes of $5,500. 

“The adjusted two olan does provide information aout th second require accrocd 
iy eny, I he ia an se a alan in the motes payable account of 
40000, The company borrowed this aroun on July , 2006. Bot notes require he pay 
nto 105 terest. Whenever the Wal lance reveals sierestheaing de, and interes 
‘Soot pai on he las day ofthe perio, an adjusting eat aquired forthe aroun ot 
‘es has bt lwp (accrued) since the ast payment date rte st te erst was ac 
‘ran his case, we calle interest fll: 


= 


Gramec 2-4 
Adjusting Entice 


‘The fale ot Azoucng aa rotons 


Principal > Iwo rae % Tite Imre 
$4000 x IR Hi) ~ $353 (rounded) 

Inert rues always ar stad asthe smal rate. Therefor, te ubove calculation wes 

this anal ate multiplied by the pracigal amount multiplied by the amount of time out- 

‘Mandingo thy case one onc or ene-vel ofa yeas, 


ele | 


After this enry recone eal posted othe ledger accounts, the interest expense account 
will ave debit bance of $333, and the lnterex payable account wil havea ret balance 
‘0f333, Flue to secon request ajosting entry for an aecro ablity will eanxe net n= 
‘oyne and slareholdens” equity (retane! earings woe overstate, an Uabliies to he 
‘underite * 


‘Accrued Receivables. Accrued receivables involve the recognition of revenue earned 
‘before cash is ceived. An exanple of winter aerued reveal event ete resogition 
‘fierest eared on alan fo another ent, For example, sasune that Dress Right Ioana 
nother corporation $3.4X) at the beginning of August evidenced by a note receivable 
“Term ofthe nae cal fo the payment peieipal, $30,000, and terest ae $5 (nes 
‘ant. As exeral trasoeton records the eash Sisbursement—a debit not eo0}vaDe 
and eredi to cash of $30,000, 

‘What adjasting entry would he rogues a the eno August? Dress Right nccd  rcend 
he interes revenue earn burn et receiv an the comespooding ecevable Inert re 
‘vive increases nd imerest revenue (sharshlden' equity) aig increases. The sting 
ni for acenved receivables always includes a debt aan aise rccivaDe, a 8 edt 
Tiarevenve bn thi case atthe end of Angas! Dress Right recopizes $200 in inuerest sevens 
($30,000 > 8% > J) and makes che following adjusting ent: this emry ism recorded, 
fet income, aases and shareholder’ equity (etaned earnings willbe undersate. 


August 31 
‘vterest recehabi 
Interest reverve 


“There are ao accred revenue ating erie aire for Dress Right athe end of Jy. 
‘The requied adjusting erties for pepuymeats and accruals are recapped in Grape 2. 
Each eau involves recognizing an expense or revenue ina period tha dies from the 
losin which cach was pid r received. ese enti age necessary f9 properly measure on 
‘rating perormance and finineial position according othe accrual accoutting tue. 


‘Teagan ane a nn i i ina 

Ste entation garg ty seas me 
‘Sou tent nem poate te mak dy Reon come 
inte Gave res oe 


oe 


esTiMaTES 
tind caoitiein of also eset AL cotans ften aus ae 
‘nes of ft event trp with fe acer accountng model. Fr example, te cal 
husion of dewesaio eons ees a eat expected wet eo eset 
‘ei depreciate ts espevted festa vale detsed the joni eter 
‘ede epee the contenc i eg area eb acu he ung 
Sf ssan esti 

‘ee siatominvhing  xinatea doos o it mlite eiher the peepaymeat | 
scut lalcaion bad debt expense, Cher | tatced ily the allowance 
‘te of econ or a bes. Ts etd oie an ema of th amu 
Sam receyale hat wil lkimately prove tobe nelle. This eae reve to 
ropa dartbad det cxpeae whe revenue ew geet well ee th 
Slee portion of he ecreable on te Bane she. 

"aly 31,2006, unajud tlbalune or Dre» Right shows tlance i sesouns 
‘el $200, Assume hate samy aap that fh nto 
51300 wid lintel be celle ads nity equi o deca acount 
Seana et tpn te coi sau 80. T ah 
ingen 


Note that the accounts reeivable account not reliced directly A conte account 
‘alla ance fr wecollertide accounts, 8 ceded. Mer ths entry is recoded und 
fastest the edger acount, ba deb expense will hav dt Balan of $500 and the 
Tinsane for wooleeile accounts secourt wil nee 3 ert balance of $300," 

"Te contra account i ued to Keep niet ithe accounts wecevable account theta 
smoot of recevables tha ar si otsaning, The allowance accom wil aways have a 
Sei hlbnce equal esate had dete on existing acs unis ecevable, Only when the 
“Koounieactully erie of ancollectible weal acetal be edaced. AU is 
om, the $500 5st an stint Inthe balance sect. oounswecevale shown Ret 
‘he alawance account this eave $1,$00, Chapter 7 ads he opis of acount ely 
‘Bie ad bad dbus in ore 

Mltaon 2-7 recaps the July 3),2006, adjusting entnes for Bess Right Clohig Cor 
‘nsin asthe woul appear pera journal 

"Ae he susting ees ae posted othe general edjeraccouns the meat tep—step 
‘Wave proceningeycle ss prepare an ulster ase. Meier adja ees 
‘oie fact thar ajastingemres have now bosn posted fo the ascents, Recal that ne ol- 
‘ua led Post Re (Posting afreace) dhe uber ssgned w the geeral ledger ac- 
tha ein bite creed, station 2-8 se he Bly SU, 200, aj at 
alae fr Dress Right Ching Corporation 


‘ies mate aga nn an i hcg 0 


stmt wl 


“Torecond had det 


uusteanion 2-8 
‘Asjcted Trial Balance 


STEP: Propane an 
‘ted al tan. 


DRESS RIGHT CLOTHING CORPORATION 


ase orl Page? 
Date oat 
2006 ‘Account Tite ané Explontin Met, Debit Crea 
iy 3t Sippes were ta «B0 
Stein is oo 
To racord th cost of spoon une ding 
‘hemonth ot 
2) eens S90 200 
Preps ert & 2000 
areard hers of expec ant othe 
vnonh ofy 
31 Depreinon expe 10 20 
“ecomettedeprecann-—Amiie andres 158 2 
Tororo Sepreiaon fr sir ane erro 
havc of 
SY) Gunes er imonie mm 30 
Tot rvene io 20 
Taond de rent of nese ent 
reve eed dro 
21 Suaevenseose 510 5500 
saunas poy 2 5500 
Toracord sso alia the od of 
3H hturestogeree 0 
inet payable 30 = 
Tolcrus mien exporee er uy on note pial 
31 Shdebt expose 0 x0 
“Alewancs er neocons us Ey 
Terme bed dab amperan iy 
DRESS RIGHT CLOTHING CORPORATION 
‘asst ra lance 
“hy 34, 2008 
Account Tie Debits crete 
Gosh 6500, 
‘ecounts recaiabie po 
‘Ronane for unateebesecbuas s00 
Serle 200 
bend 38,000 
Fanaa and fires "2000, 
‘rand snd tare 200 
Poca 25,000, 
ons payole soon 
Cre iy cae 0 
Scie pyle a 
Fest 
nested ma 0,000 
Reted comings 1 
Soe evoe as00 
toners 30 
Cont ot geod ld 2000 
Storer esponce 000 
Supplies orperce ‘300 
iercerperee = 2600 - 
Doprecstonwxpance ey 
interest pores a3 
Bad be puree Ey 


ini033 


“The Wyauthum Wholesale Company ces Yo prepare Financial saement at he end of A> 
nn 2006 for presentation oi hank. An Gnade wal lence as of Angus 312006, vas ENTRIES 
ese in «previous conepe review excise on page 6 

“The flowing information ao i aval: 


{Th ccmpany anoipats that of he $25.00 in account eceivable from customers, 
‘SEM wll ot be alee 

The ote payable rules de eoire 30.000 prepa pls interest at 10% w be pad 
‘oa fly 31, 2007. The date othe fan is Angst 1 2006, 

«= Depreciation 0 he equipnen fo the mogth of Aust $800. 

{The ote eerie ad August 16, 2008 The oe requires tho ete $20,000 In 
rca plus imerest a 12% be repaid in our moot the Yoan vas cutsanding for 
wi moot ding August) 

«The prepaid ent of 6,08 representa rent fe the mont of Angas! and Seplember 

Baguio: 

1 Propare any necessary adjusting ene t August 31,2096, 

2 Prpat ai aujoste ial Balance us of August 31, 2006. 

5 Witte he otal met effect on icons (verted ot uncraled)he adjusting caries 
se nt mde? 


1. Propue any centr adjusting etre at August 31,2006, 
1 Ro adjusting etry (eer io adjust alloeace ior venice acai o $251. 
Hecate thee io blanc te allewrince aceon: Peto adnan. he aging 
sry must reoor Bod debt expense of $2.54) 


‘Alomar 


Sanaa leg 


1 Anat etry i repro serach treat expense the woe payable forthe 
‘month of Atgust Acenied iret clelied as follows 


SH0000 > 10% x Hs = $25), 


are pea 


4A adjusting ery 4 raqired forth onealf mown of aserued ineest revenue 
‘ned the ats receivable Accrued interest is cleus a (ollows: 


S20)K0 1298 He 


marvel e623 


«An ajusting etry is equ orsognize the em: prepaid rent tht expe dr 
ing Aus. 


Remeparaes SG 
Popaimrt 


‘Aouustins 


Solution. 


70 secriows 


#06 


STEP 0 Preparation of 
‘insnc atemont. 


lentchange statement 
‘hat sins the 
‘roi garerating 
omanione that 
‘une harold 
SoS Sed 
‘Sirigatochanae 
‘ising the poi 


Theo of Aexurtiog nan ation yen 


2 Prope a acoso tal lace a of August 
count Te 
Cash 
‘Accounts cshable 
Aowance fr neaietible wxounts 
Prop ront 
Inventory 
Intra racevale 
Note rceWvabe 
Eaupment 
‘Accrwlated epretiaton—euy pant 00 
‘Accounts payable 0000 
nnarest pyle 250 
Note payable sno00 
Common stock 0900 
Retuned earnings 1.000 
Sole revenue 0000 
Interest vere 00 
Cost of good old 2.000 
Selmien expense 7000 
oioes pence ‘2000 
‘Bad debt experse 2500 
Intaret exponse 250 
Deprecition expanse, 
Rant expense 

Totals 


23800 


73350 


5. What ihe eect on income (overstated or understated, ifthe adjusting enti are nt 
made? 


_.. |__ 
Fad debt expense 

Interest expense 

Depreciation expanss 

Intoreat verve 

Rent expense 

Not ofec iceme averted by 


‘We now tur our attention tothe pregarasen of finaeial statement 


Preparing the Financial Statements 


The purpose of eac ofthe steps in the processing eyelet this point ist pre infor 
on for ep preparation ofthe func stateneats. The adjuxe iia balance conta 
{ie necesary information, feral the fancal statements ae the primary neat of com 
‘uncating inacia informatio o extemal partis. 


‘THE INCOME STATEMENT 

‘The purpose ofthe income statement is summarize the profit-generating activites of « 
‘company tha occured during a particular period of ime. Isa change Sater in that 
reports the changes in shercholders’ equity (realped earings) that occured daring the 
Peta as ares revenues, eupnses 2) st! loses. Hlitaton 2-9 shows the icons 
Salement for Dress Rit Cling Corporation foe the month of July 2000, 


‘The ingore stuternent cates prt for dhe moms uf July of $207. Das the 
‘oon company was able insveate its met assets ey) fro activites relate to sel 
‘ngs pret Dress Right ya corporation and subject to the psy of income aX om its 
‘oi We ienors this equ accrual hee nd adds coe anes later chap 

"Te components ofthe come talent usually fe clase, tha i, groped acening 
ncommon characterises, A commam elasacation sche i fo separate operating ms 
‘om nonoperating items, we i Dress Riph's come semen Operating ie ie 
de revenues aeeapeases ect ted the ries! yevenue-generaiog aces of 
‘he company. For example, operating items fora manufacuring nce ales rey- 
‘ves fo the sale of rots ad al expenses relat wo hs activi tat ell 
ts ie Dae Bight olen report beta within erating ican, sles es eos 
[ds socalled row prot. Nomoperatng Kem nclodszaie and ise and evens and 
‘apes ram peripheral activites, For Dress Right Cog en sevemue and interest ex- 
{ve are nonoperating ems becase they do no relate 1 he principal evenue-zeneraing 
Seiya he compar sling lode. In Chapter 4 we discus the fora and content of the 
‘beame Scent in mere dept 


‘THE BALANCE SHEET 
‘The pose ofthe balance set sto preset the financial position of the company on & 
parts date Unlike dhe corse aatewent which cane statement reporting events 
‘loc sarin a period of time, the balance shee sateen tha preeisat 
‘tdi of ast, abil, and saree’ egulty a ede in ime To provide gui 
‘ervcw, Mksation 2-10 shows the balance sect ir rea Right Clog July 31, 
‘ve, 
‘Ac ne doin the income satement, we group the tan sheet elereo ty meaning 
sieges. For example ost balance sees includ the clncificaion af current assets 
‘in erent Kaiti. Current asses are those apsets tho ane cash, wl be eonverid nto 
‘ah wllbe se up with one year rte operating ole, whichever i ange Curent 
Tiles are those Uist wl be satisfies watin ne year he operating eye, 
‘hicever is longer For a manyfaturing company, the operating eye refer othe period 
(tne nesessry to conver cash Lo aw meals raw metals oa finished pdt the 
Tish produto recevabls, and then inally receivables back Wo Cash. For most comps 
‘ie thi peoi ss han  ear 

“hamples of ases not casi as curt ich property and equipment and ong es 
seciaes al ivestments The only soicurent asset thi Dees ght has at uy 31, 2006, 
isfominre and tures, which i elssified mer the propery and equipment calegiry. 


= 


Income Stata 


uusreanion 2-10 
alsnce Shoot 


Th purrs a he 
ata of ca owe 
tramactons thet 
aud enh change 
Sng the pero 


Theale Accuing a an tration ters 


Balance Sheet 
‘At daly 31,2008 
5 ‘Asst 
Caran amet 
‘Cieh 68,500 
‘Accounts rcsiabie 5 2000 
‘ess Alowance for uneolectlesccounts 5001800 
‘Supper 200 
Hinentoey , 8000 
Prepaid rem 000 
Total ert acts 431200 
Property and equipment 
Ferre and furor 12,000 
‘sah Accumulated depreiston 209 
Total asete 
Usblties and Shareholders’ Equity 
CCurene Habits: 
‘Accounts payable $5000 
Salas payacle h 5.500 
Ureainad et wvenve 750 
Tntoreatpayasle 33 
Note payable 10,000 
“Tota cuentas 51583 
Long term tates 
‘Note paybie 3000 
Sharebee equly: 
‘Conon stosk 000 shes imc ard outstanding $4,000, 
Reconed earings 
“Tota shareholders enaty 


Total sbites anc aharenelser sauity 


‘egrrg ane arn + Nate Sep 
ry IMP Na ae 


Al isles oot classified as caren else as Hong tem ress igh’ sili 
July 31, 2006, cle the $30,000 ne pyle de w be ald ig 23 mow. Te bey 
‘is casi a enter 

Shareholders equity list he paid-in capi! ponion of equity —common s8k—and re 
sulnesl earnings. Novice that te income satensent we Tookee at in Mvstaton 2-9 ei £9 
the balance see through retained eamings. Spocficaly the revenue, expense, etn, and 
Jot transactions that make up net income in the income statement ($2417) bacome he me 
{or components of retained eaings. Lac inthe chapler we daciss the closing process re 
tse to transfer, or close, these temovars iceme latementaccoants tthe permanent re 
tained earnings accourt 

‘Daring the month, reiaine earnings, which increase bythe nowt a et fee, a8 
decreased hy the amet the cash dividend pd a shareholders, $1000, The net effect of 
these we changes is a inerease in retained earnings Fm 2eto a Ue bepiing othe pe 
riod $1 417 ($2.47 ~ 1,00) atthe end ofthe period and is abo reported inthe statement 
‘ofsharebolders' equity in Hustation 2-12 om page 78. 


‘THE STATEMENT OF CASH FLOWS 

Simao to the inccme ssterent the satenont of cash lows also sw change taternent d= 
osng the event that caused cash to chur during the period. The staemeatcassfee 
‘transactions affecting cach into one of tice categories: (1) operating activities) invest. 
ing activites, and (3) Financing activities. Operating activites ae inflows and ouows of 
‘anh relate to iransaetons enerng ito the determination fret income. Investing actvi- 


= 


COuprER2 ——Revew a th Recuntig Protet 


‘esol the acguition an sae of} long-term assets sei be busines and 2) 0 
‘pertng Investment ase. Financing atv involve cash inflows and oo’ rs 
tract with rediors and owners 

"The atement of ash flows Yor Dress Right or thers Sly 2006 sown in us 
‘raton 2-1. A this theft period of operations for Dress Right, the cash balance a the 
Sepang of the perce sero, The act increase ia cash of 68500, therefore, equals the 
ling bce of ch declawed te Blancs st 


[DRESS RIGHT CLOTHING CORPORATION 


ot Cash Flows 
Fr the Month af Sly 2008 

ash Flows from Opecting Actes 

enn 

Fomeuoners $4500 

From re ‘000 

cabs out 

Torrent 23900 

Forsuplon 2000 

‘Tosupales of mechanic 00m 

Tawnpieyees —ion0, 

a ea lous om aperating aves + 18.8009 
{cosh Flows ro vesting Atti 

Pochsee of re and etre (62000) 
Cash Flows rom Financing Aetnti 

lene a cormon sted 40000 
Inelesaein rata eayable 90.00, 
Pome cleaned S00, 
Net ath flows om fnocing setties 3300 
[Net merase in cash $eas00 


‘Taere ar wo generally aoepts frm that can be od 1 repo operating utes, 
te diet method andthe inalect method tn Murti: 2-1 we use the dee method. 
“These wo mathodsaredicussed and iusrated in subsequcat Shapes. 


‘THE STATEMENT OF SHAREHOLDERS’ EQUITY 

‘Theil stuement, the statement of shareboldery” equity, el isa change statement. I 
‘else the sources he changes in the various permarest shure equi actounte 
‘tat oceured daring the pened. stration 2-12 shows te tlement of sharehokerycg- 
‘ot foe Dress Right forte mont of July 2006 = 


‘Stator of Shareholder 
"For the Month of July 2005 
oneton 
‘Seok 
‘aren aly 32008 cs 
lane of commen stoke 40900 
Netcom fr July 2006 
(ese 
Bales a uy 31 2006 sao 


uustiaron 2-14 
Statement of Cah 
Flow 


‘addton, the company pad its sharehokien cash dividend that redoced retained earn. 


The Closing Process 


Ate nd of any ierim reporting prio he aconnting pceting cl sno 
temps ments 2 Anan roporg gerd a rn when acl ens pode ae 
seed mars at the end ofthe fseal year However. tthe endo the fica! yea tinal eps ae neces 
oy bln he temporary aso 8am preparing post sing tal aan — 
107 step 


hosing process, sun tht the fiscal year-end for Dress Right Clothing 
Coxporation is July 31. Using the ajesied ral balance ip Mllustraion 2-8, we ean prepare 
the following wenera journal esres. 


covert tinea 
Soma. 
‘The first closing entry transfers the rene aecoun! balances 16 income summary. Be- 
‘couse revenue accounts have credit balances, they are debited to bring them 0 Zem, After 
{his enry is posted tothe accounts both fovenbe acenonts havea 2x0 alan 
Todos the experme 
“The sect closing entry transfers dhe ex pence acca balances wo come summary, AS 
‘exyeme secounts have debit balances, they are ereitad to bring them o er. After this en. 
tn fs posed wo the accounts, the expense account ave a ero balance snd the ncoie Sark 
mary account hae crit balance equal net \ncome forthe peri inthis cas 82417. 
freon Summary _ 
Biponcor 96555 | 38750 Revere 
| fet 
“o dose the income 


iarne2 —vewneAcmuring ests 73 


Aer hiner spate 1 the accounts, the temporary oscounts have rem lanes at 
‘eames eurnings has increased fy the aM of te Net eo. Ts prtant 0 pee 
Ferhat he remporary accouns ae closed only a year-end sl ot tthe a of ny tne 
“etod, Chin the emporryasceunis rng the year would make tical prepa the 
Sal ncome statement 

‘Afi the elon eri ate poste nthe edge aceasta halunce is 
epared The purpose ofthis ca alae i verify thc eosing ens were prepared 
‘nd ponte eorcty and thatthe aso are nv ea fs nex eats rasan n= 
aon 2-13 shows the pstclosing wal alance fer Dress ight at uly 31, 2008, aveuing 
‘ly Gea yearend 


ert be Avg 31,2006, aus inal balance ofthe Wyrtham Whalesle Company FMWANCIAL 
cred apie concep review everson page 70. STATEMENT 
Feces PRePARATion AND 
ee Ctosing 

| Prepare an income alten! an sterent of sate er! equity forthe month 

excl Aust 31, 2006, and cassie alance sect Agua 1, 2006 

1. Atsme fat Augost 31s the company ical yearend. Prepare the avexsry chosing 

‘cus end pst losing al talance 


| pure aa income statementand w statement of shared" ui fo hel 
ended Agus 31,2006, nd a lassie balance shes of August 31, 200, 


76 SECTION) Thefloe at Accounting aa armaton Sate 


| WrYNDHAM W/OLESALE COMPANY. 


Income Sater 
For he anh of Augen 2006 

os of good sold 2200 
Grom pot 1.090 
Beting epee 

‘ares 7600 

Uitees 2090 

Depreoaten too 

bee seo 
Oceiting reone 3008 
‘Oars ospencale 

pects 00 

otto ay 130) 
Nees Sao 

\WYNDHAM WHOLESALE COMPANY 
‘Srtemo t Shrohelder 


‘ane Ant OBE 
een fr Aap 2008 
Ge Diesense 


alee tage 39,2008, 


600 


ret tin: 
‘Recoure pyle s2a900 
taster 0 
Flot patie sno 
“oral caret aie 280 
Shape wa 
Centon toe, 300 arsine 
pepe ss0e00 
Nowrodeonaet 4s 
"etl hatehlde' aaty 
ol ato sr sree ay Faxi08 
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2 Assume that Acgust 31 i the company's sal yeurens. Prepare the necesary cloning 
ces and a post coxing al balance. 


Tocloe enter 
Sram to 


lbbeds 


Conversion from Cash Basis to Accrual Basis 


leche we dca ns iota Danse cish nd sera a= 18 
‘he Caos acouming pouice umenecaled at peraingeuhfion Thsioenue Qa 
‘te tence between ch esi an cin dren dari epi pei 
fem vassal opovag gone nse ctor O ee ht 
tes cong mde means an erty veecom shen md moat ace 
‘gt pi eat of wen cath esd x pei, You iba 
‘even he marlin oper ton ge 7 ad 8 tare your anand of 
‘tan righ cel scouing mee 

‘ioe ess: fr me ma pr conrsone rom sesh oar: ravens 
slat gwar men es fl pede er flows eens reves ecm 

Accu mts ae lel jo tocener ao ans mai tet 
ral baat nonce cry forall Ds ee. You aw ave late 
‘sj mae this conason Fer tam fs gan pel 82 00s ria 
‘Shae rng th al eam yo detriment hey 88.00 eps mae 


— 


7 secriont 


tawsrearon 2-14 
Cacho Acer 


“he eo Acinating as. rat Ste ] 


‘al the beginning of the year anc $3,000 a he ed ofthe year then you can determine (42> 
‘cual fuss) fnunce expen Tor he year Prepld insurance decreased by $2,000 doting 
the yea, 0 insurance expense mast be $22,000 ($20,000 in cash paid pls the decrease im 
‘repaid surance). You can visualize ws Tollows 


£3000 

nsaranes expense of $22,000 completes the enplanatio ofthe change in the balance af 
repaid insurance. Pep Insurance $3,000 is pared san ase is ager bas al- 
nee sheet 

‘Using Taccoun i «convenient approach for converting from cash fo accrual. For ex 
ample, if the amount oF eash collected from cstomers during the yeat wos $220,000, and 
you know that accounts receivable atthe ginning of the yer was $45.00) and 33,000 at 
the end ofthe yea. you ean use T-accnnts i deterine tht sales revenue fr the yeu a 
‘nave een $208,100, 


Accounts ReceWable Soles Revenue 


Beg, balance 45.000 
Cheat sen * 7 Chad saes 
£220,000 Ca collections 


Erdbatince 23,000 


Uhsstration 2-14 provides an example ofa eanversion ftom cash Dass et income to a= 
‘eval huss wet nce 


‘When converting frum cash to acer cn, we al Increases sad ded desrees in 
sets. Far ecample, a neseas in accouns receivable means thatthe compan’ eames more 
‘revenue than ciah collect, requiring the acid to eas basis inenene. Conversely. weal 
eereises and deduct inereaes in acer abilities. For example, a dceease ere 


= 


CHAPTER? Reel Accouning Pomme 7 


sale means thot he corps cue Tess oterest expe se than the ca teri pa, 
Fring the alin w cas ass income: 


CEs Sowurion 


‘Wat purpose do ajstng ents sere? ip. 52) Aijing entries ep emsre sat ony 
trvonasctsly carted in per re rcognie in tha pei regardless of whe exh 
‘essed n this instance for example, $13,000 each fy en received for serves that 
hxert yerteen performed, ib adanting entries ati a campy 1 recognize al ex 
pros ete ding ero gas of when eas) al WtMowt Beprecian the 
‘rent’ cost oF sing the equament taken nto assunt. Conversely, witout adjust 
Ini tv sto ens overstate by 8300 pean ance for art of eet yeas et. 

With advent we get a actual income sntemnt tat pees 8 mre complete 
mesure of companys aperating performace an 2 eer esse To retin Ure 
erating sh ows Sly the Valance sheet proves ore comple sist fa 
Sets ates sures areca ee ps an surements 

2. ina year-ensjustments are needed to revise he income statement? Di you fiends 
das well their st year 2 they thouwh? (£2). Tie yarer antigens re 


Na your fen it of at wel as hee ech Bsc sttement would have Hsia 
nr sporopate aastmemts, her et Inca acta only $2000. 


Conauing rover ($96 000 ~ 13,000) ‘$83.00 
‘Operating wapenes: 

‘rae S200 

ent (9,000 ~ 3000) 000 

Supple 480 

Ueiee 000 

Advertsing 3200 

Depreciation 1400 2.000 
Net income $20.000 


THE BOTTOM LINE 


1s The accounting equation underlies the process wse capt he eflect of economic 
‘ens The syuation (Aneta ~ Lani Oia) mpiek an equaity be 
‘ween the total economic resources of un ety (is sets und the Wc Tas wo ase 
‘Beourcy (lates and eau also ilies tht eh ecovaie even aflecting hs 
‘Shation wil have a dua effec! hecavecrexwoes always mast equal claims to those 

22 fer determining the dua eect of extemal events un the weountingextion, the 
‘eamacon i recoded a joumal. A Journal isa chronological it of transactions in 
‘share for 

A. Thenext gp inthe processing cele fo pefodiealy tamer ot post, he debit ad 
<r iformation fro he journal Yo snivadual general Tedgeraccoumts. general 
edger s simply a collection af all f the companys various account. Eat account 


aa 


secron 


“The aio Acmaneng 3 an inlormstion Seton 


provides sonmay of uh effects oF ul events and tanssctions on that inv ae 
‘count This proces is elle posting. An unadjusted ra balance Se ten prepared. 

4. The nex step in the procesingeyel is to record in th general joual and post to the 
ledger accounts te effet of ternal cven:s on the acouiing equation. These tensa 
tions donot involve an exchange tarsacton with inother eal. They ate recnded 
the end of any period when financial statements snust be prepared for external se 
‘These ransaetons are commonly refered to ae adjusting emis. After these entries te 
ested wo the general leer acecunts, an adjusted trial balance is prepared, 

‘Adjnting enti canbe classified into thee types (1) prepayment, (2) accruals, at 
(Gy esimaies, Prepayment are tunsoctions in which the cash flow preceder expense or 
‘evenue reeagnition. Acctuals involv trmsactions where the cash outlow of inflow 
fakes place in a petiod suinequent expense oe revenie recognition. Estimates for 
ites fue future bad debts on receivables fen are reguted to comply wth the ac 
‘nial accounting model 

(6 The sured trial balance i wed  prspare th financial statements. The four hase f= 
‘apeial statements are: (1) the income satement (2) the balance sheet, (3) he Maement 
‘sr eagh lows, and (4) the saement of shareholders" equity. The pare of the income 
atement st aummarire the pritgenerating activites ofthe company that occurred 
sing parca perio of time, The balance sheet presents te fhtaacal postion of 
te company on sparcular date. The statement of eash fs dscloses the events at 
‘caused cash o change during the reporting period, The sutement of sareholders aiity 
Aiscloses the sources ofthe changes n the various permanent sharcholders exity a> 
‘cous that oecutel ding the peri! 

7. ‘Rtthe end of the fiscal yeas ial wep in the acounting processing cycle, closing, is 
required. The closing proces serves» del purpose: (1) the temporary acount 2e¥- 
‘ees an expenses) are reduced to 2:70 balances, ready to measure actvity i the up 
‘comming counting period, and (2) these temporary account balances are closed 
Uiransfored) ie retained earnings o ofc the ebanges that have ocemed in that c= 
‘count during the period. Cin, an intermesiate sep is to clone revenves ard expense 
“Income summary then incame unary closed ena earnings. 

8. Casas acomting produces x measure called net operas cash fone This mesure 
‘the difference between cash receipt nd cash dspursements during & reporting period 
from transactions related wo providing goods and services to enstomers On the other 
nd, the aceral accounting model mcasues an etty’s accomplishments an resource 
sacrifices daring the period, reganllss af when cash i receive or pl. Accountants 
Sometimes are called upon Ww convert cash bass fgancial Nate acral bass 
nancial statement, particu fr stall business. 


Use of a Worksheet 


‘A worksheet often is use to omganize the uscouning information needed to prepare adjust 
‘ng snd losing eres andthe financial suse. 18a ioral tool only an sno part 
‘ofthe accounting system. Ther a many cifferem way’ io design ad wse worksheet: We 

lstrat a ropretentaive method using the financial ifertuation forthe Dress Right 
Clothing Corporation presente in the chapter. Computerized rograsns such as Lats 1-2-3 
and Excel failiate the use of worksheets 

lustraion 24-1 presets dhe completed worksheet. The Workshect i wilicd aRer and 
nse of sep 5 n the processing eye, preparation ofan unajusted il balance, 

‘Sep 1. The account tits as they appear in the general ledger ae caved in coum | a 
the balances ofthese accounts ate copied onto calumas 2 and 3,emtted inadjused Trial 
Balance, The accounts are copied inthe sane order as they appear in the general ledger, 
which usually is ase, Fabiiies, shareholders equity permanent accounts, revenues, and 
‘expenses, The debi and credit columns ave fora to make sure that they balance. Tis peo 
‘clue is repeated foreach se of eolumns in the Workshoet to check for aceury, 


= 


e 
= a 
a8 


| 
3 
i 


Peete 


i 
: 
is! 
: 


a2 sec0N 


‘The second step to 
Aeternine endo 
ered edusena 
Spotes and emer then 
iveolinns Sand 8. 


‘he tet ecoutng son fora Sa 


Step 2. The eod-of period adjusting ontries are determined and entered direct om the 
‘worksheet in eolumas 4 and 5, entiled Adjusting Entries, The adjusting enrice foc Trews 
Right Clothing Corporation were discussed i detall in the chapter and exhibited in generat 
journal fort in Mlustatio 2-7 on page 6% You should refer back to this siden and 
trace each ofthe entnes wo the workshoct, For worksheet parpose, the entries have been 
numbered fromm (1 to (7) for easy referencing 

For example, entry (1) records the cos! of supplies wed during the moth of Fay with 
debit ta spel expense and creda w supplies for S800 AH) placed net ta the SSH) 
inthe debit column the supplies expense row as ell as next 19 the $0 he erect col 
‘umn he supplies rom Talos Lo mone easy resomstrust he entry for general jour 
‘al parpoees and Jvate eos if the debi and credit eolams do nt balance. 

‘Step The ciectyof the adjusting enivies are ade aor deducted Fem the peat le 
ances fisted in the Unadjusted Trial Bie clams and copied aroes to column 6 nd 7, 
tied Adjusted Teal Balance. For example, supplies had an unadjusted halance of 2.00. 
‘Adjuctingenty (1) credited this aceoun: by SN: edcing the Palance te S12 

Step 4. The balances nthe temporary tsved eaenings acon, revenues and expenss, 
te transfered jo coluoms 8 and 9, ented Ineo Staernene The difference between the 
total debits and eres ip these columns i equal 0 net income o net os, In this case, be 
‘ease cre (revennes) exceed debits (expenses) a net income of $2,417 rests, To balance 
the debits and credits inthis set of colar. $2417 debst entry is made the Tine labeled 
Net income, 

‘Sep 5. The balances in the pene ceva wansfered columns 10 and 1, en 
Une Balance Sheet. To Keep the debits sod ered eq inthe worksheet. a S21 efit 
mute recorded ote the $2.417 db recorded in stp 4 ad labeled net ncome. This 
ret represents the ft thal when the temporary acrounts ae cowed out 9 retained eam 
ings a 32.417 credit io retained earnings il result. Th cei i cous Hy dhenefore ep 
‘eats at increase in tetsned ears for the period thats, et ecm 

‘After tbe workshoc is completed, the ‘ianetal tferents canbe prepare ctl from 
columns 8-11. The nancial statements for Dress Right Cling Corporation ate shown i 
lustrations 2-9 throogh 2-12-The accosntnk must remember then record the adjsting 
teres inthe general journal and pos then othe several ledger aecount, An adjusted ta 
tilune should then be prepared Which sould be identical othe ane in the worksheet. At i= 
sal yearn the income statement columns can ten be wed to prepare closing entries. 


Reversing Entries 


Accountants sometimes use reversing entries tthe Doping ofa reporting period. These 
‘optional eniries remove the efects of some ofthe adjusting eniies mae athe end the 
revo sporting peri forthe sole purse of simplifying journal entries made ring the 
‘ne period If the accountant does use reversing eotrics, these eivis ae evra i the 
vera journal wd posted Yo the general lg aceaunts an te fst day of thee perio. 

Reversing ens are used most often with acerdals, For example, te folowing adjting 
entry for accrued salaries was crn tthe end of Fay 2106 Fr the Dress Right Clething 
Conporation in the chapter 


reversing entries are not usc, whe le ealares actualy are pin August the sesh 
tant ced to rinember to debi salarosjsyable sad no salar expense 

‘The secu bukances before and fer -alry payment ean be Seen below with the ws of 
‘Tacenuns, 


OUTER? tewctthe cout eee 


Soros Payne 
5500 Bal aya 


(cashPaymene 5300 | 
Baines 


the acountan foe rose Righ employs eversing ens, he Flowing entry is made 
on Aust, 3006: 


“Tis crryredoces the salaries payable acco to vo an veduces the salary expense ae 
cont by $800. Whes sales actly ore pi in Aug he dei 9 salaries expense, 
‘tb incteasing the account by $850. 


Sabres Expense 
maw 10800 

500 |Reverang entry 
(Gur payment 8,800 
ince 10800 


Wc see hat lanes i the acount alr cash payne i made are destical, The se 
i eversing ene for accruals, which fe opionl simply alow cash payments ex cash = 
{ape toe catred dirsetly ino the lemparary expense o vente accounts witht regan 
‘the accruals made athe end of he previous pod. 


Subsidiary Ledgers and Special Journals 
Subsidiary Ledgers 


“The gens lege contin what are efor to as contr uceount. I aio tote ge 
callelgr «subsidiary ledger comains a proup of subsiiary accounts socio with a 
Janicla ever leger comical Fer example thse wil ea subsidiary ledger foe 
‘cui ceva that koe track ofthe increas and decreases in the account receivable 
Felice foreach uf the cima’ customers purchasing poss services on eet. Aer 
‘Mlufthe postings ae made fem he appropiate ural th balance ithe aceownts eel 
te somal secon shuld equal the sum of he balances in the accounts recelvable vl 
fay ledger account, Subsiiy ledgers also ate wed for accom payable plant am 
[Syepment yiventments and eter aca 


Special Journals 


Avacual acconnin sytem employe many diferent types of journals. The purpose of ec 
Sum to peut, eonolopical onder, he dal eel ransetom in debited 
‘ca, The haplr med the ener journal ora! to reer ach maraocton However ven 
‘eel companies with relatively few eansactons he ueneraljourual i used to reco 
aly afew types of wansactions? 

"Te marty of ansactins ate cond special journals. Tse journals ape tbe 
hl eect of repetitive types etranactons For example, cas cept are recorded in a 
‘Sah expt journal cah disbursements nx cas disarsenentsjoursh credit ales 
{Tole jena, ed she purchase of merchandise cm acounin purchases Journal. 


Female pe nt ne pa 


The Rl of Acute an norman Stor 


‘Specs journals simplify dh ecoeing process inthe following ways 

1) Jouralicng the effects of partiular transaction is made more efit tog the 
tse of specially designed forms. 

2, Indica ranssetions are not posed to the general ledger cesounts but are 
occumilated inthe special jours and 9 summary posting is made oma periodic 
basis 

3, The responsibly for cording joa ensies forthe repetitive types of 
‘eansuctions spaced on individuals who bave specialized taining in banding them. 

‘The concepts of subsidiary ledgers and special journals ar ustared using the zal jour 
ral andthe cash rece journal. 


Sales Journal 


‘The purpose ofthe pales journal sw econ al cred sales. Cash sles are recorded in the 
sh receipts jourval. Every entry inthe sales journal his exactly the sme elfeston the ae 
‘ous he sles revenue accounts cried ard the aceon receivable contr cect is 
‘ebited. Therefore, theres only one columa needed to record the dies effect of thee 
‘eursactions Other calurans are needed capture infomation For updating the accounts e- 
‘cial subsary lege. hstation 2-1 presents the sales journal for Dress Right Choth- 
‘ng Corporation forthe month of August 2008. 


During the month of August the copuny made five ered sakes cling 83.298. This 
amount i posted usa debi i the wevouis eevable contol aecount, aecoat number 10, 
‘and credit othe sales revenue accoun,secount number 400, The F accounts for scco4ots 
‘receivable and stl tevenve appear below, The reference SH refers pge Uo the sles 


sour 
General Ledger 
Accounts Receivable 110 Seles Revenue 00 
Jy Baance 2,000 
Ag ast 3205 3295 Aug. 31501 


‘Ina compatrized accountng 9 em, a each transaction is recone Inthe sles jour, 
the subsidiary leiger accounts forthe cise involved wil wonaially be updated. For 
‘ample, the frst credit sale of toe mont 19 Leland High Sehcal fr 81.300. Te sles n= 
Yoice number for dis sales 10-22} and the customer's subsidiary account number i 601. 
‘As tis transaction is entered the subsidiary account 0 for Leland High School i debi 
foe 51500, 


" 


Accounts Recevabla Subsidiary Lodger 
etn 
Aga 1500 


‘As ash collie rem tis custome. the cash recep jourmal seconds he ransaction 
seas the account reeivable col accous nd  Jehit teat AL te same Me 
the aceunts receivable sabsiiay leer acount numb 81 abo credited. Aer the 
Posing are mde frm the poea oura, de balance the ugcounts eclvable contr) 
{scout sald equa the sur of the balances in the accousts eceyable subidary Hee 
xewnte 


Cash Receipts Journal 

The pups ft cash reps our 0 snd lsh rss esi he 
Sracs Evy tinssoneored ni our pod ety to cat sr 
Sik cence oer msn, Mss 3-7 awn appeal 
i tmvsctuo te Drege Cling Crprst fhe meth of Ape 27. 


‘cause every transaction results debit the cash const, No, 100, clu pro 
idl fr account, At he em Angus, 73 debs poset othe general ge 
‘hs acount wi the source lbeled CRE, cas eps jena, page I. 

"Beans cash and erdit sales ure comsnon, repute elu are provided fc these: 
‘num At eal of Angus, a $080 cet is poste whe accowns ecevable gencral 
leer accent, a, 110 ad a SH rei is posted othe sales reenact, NO. 400. 
“Tesadional eet columns are proved for uncommon cash receipt wansations one for 
‘ie rt amount und one for de acount beng credited. We cam we that ia Angus, Dress 
igi rcrowed $0,000 regusing a ere te ote pay account No. 220. 

lado Yo the postings to the general ier eonro! accounts, ach ime an eat is 
second in the aocouts ecivable olumr ered spose othe asouits ecelvabe sub 
ag ledger acevun or de customer making the payne. Fo example on Art 17, Les 
‘hn Hipk Seool paid $750 om account The subsidiary ledger account for Caland High 
‘Sol credited for 575. 


Accounts Recoeabe Subsilary Lodger 
Leland High Sool Bot 
1500, 


Agu 17.CRt 
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The Balance Sheet and 
Financial Disclosures 


FINANCIAL REPORTING CASE 


What's It Worth? 
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‘QUESTIONS: 

|. Respond oer rites shot soreholdes equ oes not eps the market ae ofthe company 
What information dese alan et provi? (page 1) 

2 The usefulness of he talonce set enhance Uy Casiyin wets and alts wearing Yo common 
arasetic. What ae the clssications use n Beck As alence sect and why etmens > 
‘hone categories inlode? (page 108) 
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‘lass A common stock, $0.01 pat valve 
400000000 shores authorised 301332450 ane 
280,266,810 shores issued and otstening,-ewectvely 013 2083 
{Cana B common stock, 30.01 per value 
100,400.40 sree suthoraed: 200,190 ane 25,139 
share issued and oustanding, resoectily 2 me 
Pain exptal 14153480 3s6.98 
Reabed ramngs wsoriee 23872 
_Accumelatadl eter comprehenene ecom= ‘20479 1534 
“Tora shareholders’ equay Bemaase 784739 
‘Tox ables ard shareheldert cous Same 35753 


“The balance shot, along with accompanying discloses, provides wealth of informatio 
to-exemal decision maker. Te infarmation provided is wef no oly inthe prediction of 
fut canh Flows ut also inthe related ecessment of ligaiity and long ten 06D. 
‘This cps cgins ur discussion of the apeial statements By pride an nverview 
‘of the balanve sheet und the finanealdiseosues that accompany the financial statement 
‘The fr put f the chapter describes the vseulness an hnitaions ofthe ance shee sc) 
‘lustre the content ofthe satement. The occond part ilvsrates anal atement dsc 
sures presente to exteraal users addin vo the bese ancl statements Inte thd part 
‘wesc hw this information canbe used by decision makers to atest basiness risk, That 
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sce iatnaaces sone cnet fngncial aor sed 0 ase qui and Log te 
tonency. 

‘Chapter continues diedacusson of the Financial statrncnts with it coverage ofthe in- 
‘ome tenet ete statement f cashflows, 


THE BALANCE SHEET 


‘The purpose ofthe halance sheet fo rept a compar’ nani positon ona parent 
Cte! Unie the income ssteest, whic a change stare reporting events thal os 
ae ring peri of ne, the balance dest preset an organired aay of asst, 
‘olites, and shareboiders™ ety @ pled ta vime Iisa ree Frame or yap of 
Facil poson a te endo a price day marking We: co of am accounting period 


Usefulness and Limitations 


‘Carer Hayley Hale Stores (CHS), le, was one of ts largest department tere esis 
‘athe Unite Sates la (UDI, he company operated over I stores in the sunbelt regions. of 
she country. The company’s divisions ineluded 

The Browlway and Emposian. Dating tbe 
Jat the company strugles fancy and in 
‘omy of 1991 declaed bakzupey. CHHS's 
‘ebruny 2, 18, quarry balance sect, fled 
ich he SEC and mace publicly available, ds 
Shel te infgemation in Graphic 1 

‘The negative shareholders” equity includes 
gave retained earings of wey 1 billion re= 
tating tn operating losis inured ever a 
sunfer of ear. 

‘the sumer of 1991, the company's sock 
ree had mpc to SI per share from 11989 
igh of 38, In June 1991, the folowing (co0- 
Ake balance sheet information was rept 
se bokruptey cout 
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un of property over cbt $483.23, 


she financial postion changed hi ramaially from February Wo June? No, Dlr 
sce teporting requirements bythe SEC andthe haktcy eat cause the apparent dis 
Srerancy. Fin, the property (assets) diselosed fn the Beskrupcy eourt does not include 
‘eso receive an dbs Un ot le the rlated Tiles for which the receivables 
{thee ple a collateral ‘Thiesecoonts fo the smaller ae and de igus a com 
Paro hose disclosed nthe February stlement provided to he SEC: 

But the srking difference fe that the megrive equ of $272,627 ON aces in the 
SEL rept hecomes a pove egy (encens of assets or his} of $483,323.00 in 
(he informstion diseased wo the bankrupicy cour. This postive equity, vided bythe mum 
arf crc shaes extagen esha luc of nearly S16, Why the di 
‘ran The anser flats ote alution of property nthe balance sheet submit 0 
AHESEC, hese ast ate valid based om thei egal con Haweves, the ankraptcy coat 
‘ev asc t be eft a ark vale The markt vale Of CHHS's peop Which 
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{nudes some valuable land in ocaions ike San Francisco, was iaificanly higher ham its 
criginal cost 

This example illustrates an import limitation ofthe balance sheet, The Balance sheet 
does no poray he marker vale ofthe ety ax gig concern, nor. a in the CHES ex. 
ample is igeidation vane, Many ase, tke land and buuldigs or example, are measured 
‘at hee historical costs ater than thor ark Values, Related, many company eaouces 
Including ts tained employees, is experienced management tear, and is reputation are not 
recorded a assets at all. Albo, many soins en amounts reported in the balance sheet sre 
heavily anton estimates rather than sterninable amounts. For example, compaties ex 
timate the amount of receivables thy wil be able actly collec ad the amour of Wat 
ranty costs hey wil eventually ier for products leidy sol. For these a other recon, 
‘company’s book wl, its assets mina its Hablities a shown inthe balance shee, usu 
ally will ot areetly measure the company’s market val. 

‘Consider far example that near ths end of 20, the 30 companies constituting the Dow 
Jones Industral Average had an averag= ratio of market valve ta bonk vale of appre 
‘mately 3.5, The roto for olimson & Jolmsan, ove ofthe work's largest companies inthe 
Iaith care business, was approximately 6.0. Can you thiok of an important reason why 
Johnsen & fohnsin’s market value woul! be six tes highor tha ts book valve? One we 
‘on is that Johnson & Johnson spends sificam amounts, ever $3.2 billion in 200% lone, 
‘research and development of new products, Many of the drugs, for example, thet the 
‘company hes developed have been successful, and yet the eess tn disciver al develop 
them are no represented inthe Balance sheet. Rescarch and development cosa are expensed 
in the period incurred, and not capitalized sant. 

Despite thse limitations, the halance sheet doe have significa value, An important fb 
tre ofthe statenen is that ie descrites wan’ af the esourees & company bas availabe for 
‘generating four eash ows. Another way the Satement' content informative isn Com 
‘ination with income statement fem For example. the elarion between net income ard es 
‘ets proves a measure of ret tat i useful in peti future profitability Ta Fact many 
ofthe amounts reperte in cther ofthe wo statements are more nfoaatve when viewed 
‘elative to an ammount from the other statment? 

‘The lance sheet does nt simply is! ase ad lies. Instead, ase an ais 
are clawiied (grouped) according 1a eon chariteristics, These clisifiations, which 
‘we explore in the nest section, long with related dseosure note, help the bunice He! 1 
‘rove addtional important information about liquidity and long-term sclveney. Ligaity 
‘efers othe period of time before anaes converted to cash or unl biity pai. This 
‘information is wsful in usessing a company’s ability 10 py its current obligations, 
‘Long-term solveney refers tothe skies of a company ith reg 4 the amount of la 
bilities nits capita structure. Ober thins being equal, he rsh 0 an keto o credtoe in. 
‘creases the percentage of Vibes, relative 1 equity, inteases. 

‘Solvency also provides information about fnancalflesay—he ably of a company 
to ater cis flows in onder io take advantage of unexpected investment opportaitics eed 
neds. For example, the higher the peosstige of s company’s Habiites 10s equity, the 
‘more difficult st typically vill be to boriow additional funds citer to take advantage of « 
[romising investment opportunity ex io se=t obligations In general, dhe lower the Finance 
Hebi, the higher the ria is tha the coterpise wil fai. In.asubsqnen ction of this 
apes, me inoxluce some core aon une Yo ass Liquidity and ong ter olveney, 

Trsuimnay,evea though te balance shot does nt direct measure the market value of 
‘the emi, i provides valuable Informatio tat can be used to help mde tasket vale 


Classifications 


‘The usefuloesé of the balance sheet is ewhonced when assets ant Kabililies are grouped ac- 
cording to comon characteristics. The ran divnciom made in the olence shoes the 
‘nent versus moncurrenclasifiaton bo ast and lb, The remain of Pat 
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provides un overvew of thebalance dest. We cuss ea othe dre pimary elements the bey clacton of 
‘te lance shoe anet, Habe, and shareholder! Uy) in the Order they are re~ Sse rt iis 
[nv the tatcment as wells the clawsifeatons typically made wii the elements, The So bass shea the 
falas she elements wece defied in Chaper 1a alls 


‘Assats ac probable future econamic bereits abtaived or con- 
‘foled by # porcuer entity at 9 result of pact tor-actons or Gaanve 3-2 Celica of laments 
cers. ‘itn a Btanen Sheet 


LUnbitties are probable furire sacificas of economic bonefits 
“ring fom precent abigations of particular entity 20 arster 
laste or provide servis to other ensines inthe future a8 = 
‘Site past eananctions or events 


Equity (or nt asst), called sharsholders'aquity cr stockhold- 
‘equity for 0 croration. ithe residual intrest nthe aesets 
‘Han antty that romalre after deducting ible. 


Graphic 32 lists the balance sheet elements long with thelr sub- 
saietons. 

‘We inenicnally avoid detiled dscuaion of Uae question of alse 
ln nt foci on an overview of the Bolnce set na chap 
terme ook clover the te and Valuation ofthe specilc aes and 
‘aida, 


ASSETS 


Current Assets. Cones ine csh nd othe emt hat easly ex- 2 
Setchione convert car comar wih the on Yao iin he ml 
[ety oydcofine tues far lnge mn oe you toe opera ep fated Cozens ine 
amity company refer othe pena time recess over sah torge mae: nha 
‘crew mnoalton ished profiad posto eceanen ann Gly tose 
tier ak ca Ti tne oars Gre 3 SSemiaeaire 
Troon nec schon ping ralene he epesing le eniendsfae- ou oor 
done yen Forex ake yo sens sn eaying spear, so m 
ihe shipbuilder wilt classify as current those arsets that will be converted to cash or can- °°" 
‘onl teu yar Bu fr mt acs te opening cy mlb short noo 
ore thoe nates on yearconenon oe acy Soh betes aii 
‘ee umpayb het Od png sem 
esconenno med 
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Cath and cosh equivalemts. The most lguid asst, ch, i 
[sed int Cas includes ea om ad nels bass that 5 

te for nein the operations of the Busines and sch ems 3 
fark eats, cashior’s cheeks, and money orders. Cash egal 
‘oe get incl Gera aegoable ens Sach ax conmes= 
Sal pape moncy market fds, and U.S, easy bil. These ae 
Pie had inestmens thar ca be guickly converted ini cash 
ox crpanis dr a scion heees investments coed 
“cash uivalents andthe newt category of curant ase: shot 
‘om inviments,accothng tothe scheduled mutt othe n> 
‘ements common pratce fo casi smvetmens thal Rave 
‘Shur date of the months ee for the de of purchase 


so 
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‘as cash nivalis. Felix Corporation's policy follows this practice an is disclosed 
the summary of significant accounting plies disclosure note. The portion of theme ro 
‘he company’s 2004 financial statements shown in raphic 3-5, 


Cash that is eset ora speclal purpose and not available fo curren operations shoul 
tnt be clisifed as acurrent ase. For example if cash s being accurate Wo repay debt 
due in five years, the east is classified as vestments an uaa noneuent aed? 


Short-term investments. Liquid investneats not classified as cash equivalent are re 
ported a citer short-term lnvestients, sometimes calle temporary avesimenis ot shor= 
‘term markesable securities, or \nvestiness and funds, & moncurrent ast. Investcnty in 
‘stock snd debi securities of other corpontions ae incided aa short-term investments the 
company has the ability and inten to sell those securities within the next 12 month ope 
‘ting cycle, whichever s longer I, for exaiple. a comyny owne 1,000 shares of IBM Cor- 
oration soek and tends tp holt thse shares for teveral years he stock Is longer 
Investment nd should be classified as investments ao funds 

For reporting purposes, investments in debt and equity securities ar lesified in one of 
‘he categories: (1) held 'o matunty, (2) asing seeuritics, or () securitics aval for 
sale, We diseas these ditferent categories an heir accoaing teste in Chapter 12. 


Accounts receivable, Accounts recelvable result from the le of goods or scrvces on 
‘edit. Notice in Gri 3-4 thatthe Fels receivables are valued le allowance thai 
‘et ofthe amour not expected to be collcted. Accounts receivable often are vefened ta 
‘ade receivables because they are in the course ofa company's normal trade. Nonitade e- 
etabfes result from loans o advances bythe company to ether entities. When resis ables 
‘re supported by a formal agreement or ee at speciTiek payment terms the are called 
‘ates receivable, 

‘Accoonts receivable usually ae due i 30 i 60 days, depending on the terme offeres to 
‘costomers ania, therefore, classified a cureat ast, Any rcetvable,regarless of the 
‘surce, mot expected wo be collected Within one year or the operating cycles whichever is 
‘onger is lasified as investments and Fands, a nancnent asset 
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Invantorias. Inventories include gos awaiting sale finished. poods), pods In the 
Snr ptictom (werk process), a gods to he cour decay or deel 
positon fae mera) Savery foea wholesale ea ops consis ony ef Fin 
hed goods, hu te ventory of Manufacturer wil nels all dee types gn. Oa 
ional, + manufacturing company wil report ll hee types savenry diet i the 
Slime sect More fe oly the ta amnant of vente owe ths balan sheet 
{he hice ofeach fp esha aseosure nove. For enape he we 
tm Gripe1-6 appear in he 2003 nell steven 1M Corporation 


Invetoren are repre as cunt ase case hey only ae sok witha the oper 
ogc 

‘ed Corporation cur revenve hy providing services 0s customer ater thn by 
sling pod, Tuts why there ae nn merchandise inverts lise athe companys bul 
‘or thet Inet, the company sbows an inventory of “spare pa, supplies a fue 
“hoa wl bs aed uring the ening yea in the process fearing sevice evemues, 


Prepaid expenses. Recall rom Chapter that a prepild expense rresens an ase 
‘ec whe am expense (sp in ance rearing bonis Beyond Me erent peril. 
samples are prepaid ent nd prepa insurance. Even tov these ust re ot cet 
loca they Would involve at ouay uf eas wor rep 

‘Whether prepaid expense ivcuren or wonicnrent depends om when tenets wil be 
redial Forename if rent onan oe Paling were propa for one yeu. the teenie 
repayment sawed ma cufent asic, However ite wete prepaid for period ex 
feng beyond the coming eat, a porn of the prepay ts eae wan athe asset, 
‘rune waet® FedEx Corporation combines prepandctfense wth fhe eure a 
“eins balance sheet. eaunably, the other" set esegory includes assets 
Ste a shor-orm iveunens and doar recivables- shal bees die mgsnts are 
‘ete di not waren separate disclosure 

eH in one ctercunen net init balance het, “Deferred income tines.” Tis a- 
satis dacuned in Chapter 15. 

‘When sci are expected ope esnnomic bonsfits yond the net year, Opera 
ineeyle, hey are peed ak ocurred asere Typical easicaion of noncuent sits 
‘11 ives an funds, (2) oper, lan, atl equ, am (8) namie ass, 


Investments and Funds, Most companies occasionally aul assets tha ae mt used 
‘Seay ne persion ofthe Busines. These “ponoperuing ate Inside investments 
‘git and der securities of the orporatons, land hei for specation, nascar r= 
‘halen an san sts for special pupoges (suchas or fre plant expansion), Hee 
Setar lid 8 neuen bec management oes ot nen to conver the asses 
Foca the next year (or he operating cys thas one 


Property, Plant, and Equipment. Villy all company own assets clash a8 
‘pert, plan, aod equipment. The common charactrstics these aay shar ae that 
tetas eee, inlined nd wet in the opera of he Business Propet lat, od 


“Foe nl pt hig pie a som 


= 


‘ene tht sol 
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‘sjipmnen, along with intangible assets. generally are refered fo as wperatomal asses: 
‘They oftem are the primary revenbe-genealing asc ofthe business. 


‘useful life and thus i not depreciated, 
ntangitle annets: Intangible Assets. Some assets usew in the operations of u business have no physical 
OME (Ghcate substance. Mess are appropately calle intangible amet. Cenerally, these represent the 
‘Simpany cance to” OMACORIP OF an exclusive right to someting sch as a prude, a process, O€ 4 name, Th 
Pets righccan be a valuable resource in ‘re revenes, Pens, copyrights. and fan. 
revenues, _chises are examples, They are reported in (he bulunce shwet net of accumulated amortization. 


st 

‘Quite wien, much uf the value of intancities is not reported a the lance sheet. For ex- 
‘ample, s would not be unussl forthe histareal cos ofa potent ta be significantly lower 
‘tha its marker value. As we cseus in Chapter 10, fr imernally deyeloped intangibles, the 
‘cous that are inched as part of historical cot ave Hie. Specially, none ofthe research 
‘and development costs incured in developing the intangible ste ichded in co. 


Other Assets, alance shes fem ilude a catch-all lasifleation of noncument sets 
‘called o(her assets, TMi lasiieaton includes long-term prepa expenses, called deerme 
‘charges, a any sogeurentaset not falling in one of the other elaacations, Fo instance, 
ia company’s aoneurrent nyeszment re not materia amount they might be repel 
‘the other ase lasiiention rather than in separate investments and Rind category 

Graphic 3-7 reproduces the noneurro! asset section of FedEx Corporation» 200¢ and 
2008 talance sheets. For Fed. all other noncurentasets ane repel as ther wets, This 
lnctudes the intangible asset goodwill. pepaid pension cuss, and intangible and ber noe 
‘current asses, 


Some companice inchide intangible asses as part of proper, plant ard equipment, While 
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‘We've seen how assets regrouped no euren and norurent categorie ad hat none 
sent asesalvays ae subelasfed furter. Lets now im a tention te abies 
‘Thon. woo, ar separated nt current ad caren (lon ter elegonie. 


ane 
tel ci te ai 
Pearce ree Mines eee 
Graphic 3-8 shows be Hnbility section of FedEx Corporation's 2004 and 2003 balance 
= 


Current Liabilities. Cures aiites are those obligations that ae expected to be siis- 
fi tg the mse of carr astro he excaion of eth eure niles, So civ la 
‘heaton inches all Hats that ave exported w be sts ied within ave year onthe 
‘pratng. vee, whichever is longer An exception va ni Hat maragement nts 10 
‘wianc 3 long-term bas. resample, managements refinance sit-month 
‘hus payalle by sobsrutingawo-year note pays and has the by Yo do the the 
‘ity woud ot be las ws meat even though it due within te conning yes. This 
‘reponse in more Jota a Chapt 13. 

"The most common crrent abies are accounts psyabc, notes payne sort tem bor 
sowing), uneenedfevenues, acersed abilities, andthe carrey eating portion of Lng 
‘erm deb, Accounts pajabic are obligations to supoles of merchandise or of services 
Parchsed on open account with payment usually Je in 30 0 days Notes pyle ae 
Item promises to pay casa some fore date (LOU) Unlike accounts payable notes 
‘aly rage the paynent of cep intrest in aditin othe original obligation moun. 
‘Nols mating i he nest year or operating ele. whiche ers longer, wil be lasiied as 
‘met iahiides. Uncarned revenues represent cash eelved oma customer ar gol 
‘vies oe provided ina future period 

"Acerud Ulin represent bigaons erated when expenses have been incurred at 
will te pid ott bneguent epeting ped, Examples ae accrucd salaries payable, 
“Cer nerest payable and agerud anes poate. Fah < Corporation repored csr 
$e at heen of 2008 In two eategeres: (1) accrud salaries aad benefits of $1002 
lan, and (2) accrcd expenses of 1,805 alos. nthe disclose mote, sheen in 
‘Graphic 39, the company provided the deta 

‘Ung-tem tes, fans, morgage nd bonds payable ually ae reclassified and re 
pond surent lables they become payable wis Ibe nee Yea (or operating cycle 


oe 


40 SECTION The Row of Aecoutng tan Wvormaton Syste 


it tas tonger)* Likewise, when long-term debt is payable i nstalimonts, the instant 
‘ayuble curently is ported as a curent abit For example, a S100.000 nots payable 
SECRAPSES,,reauiring $100,000 in principal payments he ade in each of the nex ED years i clas 
mati ef fongterm fied a 9 $100000 curent liability—cucveat mutates of fongeteri dad & 
oeoe ‘3950-000 long-term silts 

‘Chapter 13 provides amore detailed acai of cure bis, 


Noneurertortons,  Leng‘Term Liabilities. Long-term lily ane oligations tat wl au sae i 
irr faiti wenty je nent year pealng cycles whicheve Inger, Tey Jo re be eo en 
Ceahatezarene S888 OF the creation of curent abilities for payment Examples are Hons-eem notes, bonds, 
= pension sipaons. and ease uations 
But sappy cling a bi) as trea dest provide complet oration x0 
exter user Fo tae, Roger eld ream ayng e 2  20, 30, 0 eas, 
Payette, ert es, al ee il eed wo anon he mp ese Ea 
sons on ft ash lows an ong te solvency ate epoed i a dicosre neve 
‘Ath en of 2008 fsa your, Fed x Corporation repre npn det an ther 
longts aiities. A dsclosute ot lcs at Lng de ons of tesa 
‘omit ease ligation Othe tng aes incuded dete ince te, pension 
Sd aber psretementaltiae ber, self ura aceas, deterred se ogy 
‘ont deere gains an oi. Thess Lyon ate are chive ker copter 


SHAREHOLDERS’ EQUITY 
Shorchlden’ aqui Reval rom cur discussions im Chapters | ae 2 atone qui i simply residual 
sommeredel din amount derived by xubacting Habis (rom aes. For tht aso, sae somes 
Galles necases Als real ha waco! sorpoation messes so owe 
teamed” uty foe coxpoation in refered 1 a shareholders” equity or sockholders xu. Share 
coh hokey fra corporation aes pial rm to source (1) amount eed by 
stored inthe corporation, od (2) anounts cmd by the corporation on halo is 
sarehohes), These ar repos (1) all-in capital nd (2 fetal earings Retained 
carting presen the astmalted ct nome earl since the inception of he corps 

tiom and nt (paid sharers a vide 
‘Griphic 3-10 preseus the shareholder” egal seen of Fealex Corporation's 2004 
‘and 2008 hance shots. The comp cals ston ceeumion sacar inte 


rc tei tri tr tt, 
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‘Balance Sheet 
Thee are significa eres fom sin to county the secoumting methods 
iat io measure lance set Were These difeenc UFcoure, abso affect Ineome 

ssement amounts, Far earl, fever ir vertry measurement: methods affect the 

Glelaon cf east of yoods sidan well the verry alan ert i the balance 

‘het Many ofthese psec eens fe hghighted the spe chapters that 

fa ith he spe tse 
interme of lise set resentation the sition of ase an abit ina ute 

sel and ranean extognres i prevalent Howie ferences do ex 

{party th spe fo termilogs. the United ingdom, the term soe peter to 

{rrr ALLS inesor would feet Mik f meen tocstents neq secu of 

‘let corporis In fhe United State shareholders ety composed of paid-in capt 

{End waned eamings In many othe cours. shardhaloes” equity & died ato cope 

tan rearen For expe In Germany, equity tide ita shave capital, eaptal 

‘or and reve feet, ni abies whose esters certain Bul whose aloe 

tra be estmate, ave aed ross and ae Tse epatey 

Taance set prevention cfferencs ako ex, For eample, a fpeal UX. balance 

“ist Regs wth noncuent mses elled fe esses Caren assets ae sted neat and 

ent ais ae subtracted oar at net cient sc ish aed to ed ase. 

Ug debt thon sblracie! Frm this ebtoa ave af net ase The net assets 

taal eit scholdesinterst, whi the ast er rept he balance she. 


From the inception ofthe conoration through May 31, 2004, FedEx hs acum net 
nce sds, 57.001 rio, which separ as retained earnings The ome 
‘ry pn copia i represented by comvnmn sick sadn paid-in capa which 
Shes epesen cash vested by sharoholders in exchange for ener ares - 
‘ermaionsbout the numberof shares Ue empuny has acherized ad owe ran shares 
Sine ee ped also unt be closed 

"n akition tn poi capital and feta earning. sharholder ely may pelea 
few other esis component. Far example, Pe ins sc-urulaed ther comprehensive 
Income, defered compensation, sel easy tock. Accumulated other comprehensvs i 
‘ome fice it Chapters, 12a 1. Other equity components are adresed in ier 
‘Sapiens Chaper 18 in aril, Wealbo discuss the coop of par vale in Chapler 1 


ae 
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BALANCE SHEET The following sa post-losng tral balance for the Sepia Paint Cmporation st December 34, 
CLassinicanion 2006 the eno the company's fiscal you 


Account Tile 

cash 

Accoun'srecrvable 

‘Allowance tor urcolectile seeount: 

Inventoies 

ropa expences 

"Note civ fe in one month 

Inwestmente 

ane 

Bulknge 

Maciery 

Accumulated depreciation buildings and machinery 450200 
Patent net of amortisation) +0000 

Accounts payable 7m.000 
Salaries pgable 49,000 
Ineo: payaso 10.000, 
Mote payable 100,000 
Bones payable (en 10 years) 00,000, 
Corman stock, no par 00,000 
Fetaned esmings 250,000 
“Tete ‘1340000 


“The $50.00 balance inthe invesumen'seerunt coms of marketable equity veut of 
‘ther crporatons, The company’s intention isto bl the sects fort eas the yar, The 
$5100.00 note payable is a salen oun. $10.00 oF he pincipal, ps interes is be on 
each July 1 forte ext 10 years. At the en ofthe year, 1K. share oF common tek were 
{ssued and outsunding. Te company has 5.00 shares of come stk vied. 


Required 
Prepare a elasifed balance sheet forthe Sepia Paint Corporation at December 31, 2006, 


Sownion 


Love Aesmulated depreciation 


‘sot propery, plant and eqepment e000 
Intangibles: 
Per 50.009 
Totlansote arog00 
Liabituos and shareholder! Euity 
rant tabi: 
‘esaunts poable 5 170000. 
‘Sires patie "4300 
rarest ayabie 30000 
‘Cinent mature of ong term bt 197900 
Tera nent labios 23000 
abies 
Tete payable S000 
Sond pavesie 309.000 
“eat ong tar iaiien se0000 
Staroeldare equ 
[armor stack no br $0000 shames svtroned, 
“00000 saves keved an uttaning a0 0 
eared eninge 389000 
“Total chrchoir'eauity t.000 
‘otal niin ar shareholder! ety - Hara 


‘The fulness ofthe lance shes, as well as the he areal statements is sgl 
fant eohanced by financial statment disclosures, We fw cum Gur atention to these 


FINANCIAL DISCLOSURES, 


nun semen a chad io the sama report cpa as tot shareholders. 
‘hey ae, though, oly pat of he aemation provided. ica to understanding the ina 
Sal serpents ado evaluting the firm's performance ad financial heh ar dsloswe 
teks und ter isformation eluded inthe aan repo 


Disclosure Notes 


Dior notes ically span aevera pages am explain elaborate onthe data presented, 
‘ibe inmate statement themselves, Toaghout this ex: you wil encounter examples 
‘ems thle slo ths way. Forinsunee infection providing deta cf en- 
Son li, ess deb and veveral sets daclosed in the doses. Disclosures must include 
ata specific noes soch a wurinry of significant acoounting pica, desripons of 
Sebuscat cents, and elated party transactions, ut many notes are fatoned 0 st he 
“closure needa ofthe particular reporting entepise Asal, any explanation that cen 
{Bhar fvest! and ereditocs undertading of the results of operations Hinncil po- 
‘in, or cath Hows of the company should be included. Some comnom diseloswres ae 
"tae some companies in te form of ees, wile ies ompaies dco te sare ine 
{enmaton a separate schedules or in cer Fnmus within the arm epot The pee 
erat of Sinlosre emo impetant,only tha he inforsnion i, fm ft, dscloved. Les 
take ook ast a few daclware nes. 


SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES 

‘Tce ae many areas where managerbent choos fom among equally acceptable aliemm 
‘vevecsaning mtd, For example, management choos wheter to we cceered oF 
stiht line depreciation, wster fo Ue FIFO, LIFO, or erage cot meas inven 
‘ov and wether he complcte sonract or peroeniage-of completion mets best reflests 
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2 ignitcmt 
veloemant that 
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‘Subsequont Event 
‘Conca Whole 


Corporation 


Geare 3-11 Summary of Significane Accounting Pokies Starbucks Corporation 


“he faa soon ot nation Story 


the perforaaee of construction oper, Kae defines which securities considers 0s 
cash eyuivalets unl its policies repaing the ming of eeoxnizing evenuss. Typical ts 
fia disclosure noe consists of a summary f significant accounting polices that diclons 
te choices the company makes." Graphic 3-11 shows you a potion ofa typical summary 
note fom a recent annual repet ofthe Starbucks Corporation. FedEx Corporation reports 
the sommary ints Note I, shown i Apex B located ot the back ofthis ext 


‘Sudying this note sao essential step sv analyzing Financial stsements. Obviously, know 
ing which mesons were ust derive certain accmanting umber i critical ta assessing 
the adequacy of duse ames, 


‘SUBSEQUENT EVENTS 
When an eveot shat asa material effect on the company's nancial poston occurs after the 
‘fiscal year-end but before the financial ssemeats actually are ise, the event is dschsed 
ina subsequent event disclosure note. Fxaniple inchide the lsbance of debt or equity se 

curtes, 2 business combination or the yale of « business the sale of asses, an event ha 
‘sheds tight on the outcome of loss comtingeacy, any oghct event hving a teri eet 
fon operations. Graphic 3-12 ilustats= the required disclosure by showing & note thal 
Costeo Wholesale Corporation inclused in its August 29. 200, fmaneial Satemerts, 30 

ouncing property damage and business itcruption caused by usrcanes in Foids 


‘We caver subsequent events in more depth in Chaper 13. 
pen Ag eA Pid pn i 2A a AA, 


= 
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NOTEWORTHY EVENTS AND TRANSACTIONS. 
fume asations and events accu only eccasonally bat en they do accurate poten 
{els importa wo ealsatigcompony financial sateen. this catepory ae eae 
party rmsoctons ers an! mepulaies, an ilegal ate, The more frequent hese ie 
ela-panytansecions. 

‘Sonetines a cormuny will ngage in ransetions with owner management, fms of 
eos or munugement,afited companies and ott pares hat em gna inf 


‘Wher slater tatsactons occur, companies must close the stu ofthe relation 
stp pide a decripion of he auton nd repr the dlr aunty of ransactions 
Ahlan smut de fim oo rtd partien! Grape 318 shows disclosure noe fom 
{ese annua! port of GAP Ine. The note describes the company's relationship with 

ener controrwblly owe! by the bnther of GAP's chai 


SE rae 
‘Silene, 


Inding di 
pee fer 


More nfegasot ae econ, regres, and illegal ats: however when they do ocr, 
ies  nponnt The dstinetion fete errs and irvegulartis dat try 
‘Se nienonal whi ireguiites are itenionaldsttions of ganca starements  OF- 
‘ends, anagem! rad might cause a user Yo approse financial analysis fom an en- 
tiny dierent and more caus viewpoint. 

“Chisel relate to regulates ae eal acts sch as brides, kckbyeks, dog ontibu- 
‘rst pote candidates, and eter violations ofthe la Accounting fr egal prations 
Ahsbsen nfluenod hy the Foreign Coxtup Practices Act pase! by Congress in 1277. The 
‘css w discourage Mega sinew races trv uighter contol and also en- 
‘urge better diaclosure of those prutces when encountered. The mae of such dince- 
fer should be inflacnced hy the materiality ofthe impact of Mga) ath On amounts 
coed inthe Gialal tazements" However, the SEC | Stuf Accounting Bulls No 
‘a exresed is view that xchsive reac on quanctativebenchnarks asthma 
sly in rearing Financial sateen smappropeiate. A mri of oer fctors inating 
‘iter the em in question involves an wnlawel ansation, should also be considered 

he deter eal 


cy tant nd iy adn en Con PAA 
SET ae pm benassi eo 
‘Sieur hegarceny taonne ee be Set 
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‘Tho Roa of Asounting ta emration St 


‘As you might expect, any disclosures of related-party trnsactions, irate, and ie 
legal acs can be quite sensiive Alboush audiorw must be consider ofthe privacy ofthe 
Parties involve, that consideration can be sabordinte oases neds or all eclone 

‘We've discussed cml feof the disclosure notes most frequently ncued i annual 
ora, Otter common disclosures ince details concerning earings per share calculations, 
‘come taes, property an equipment cntingencies lg-terat Jey, etes, pensions lock 
‘options. changes in aecoumting methods. ar valbes of Financial inttramens, and expose 
‘market xk andere isk. We discuss and iturate these in ater chapters the ents 
‘felted financial statement elements. 


Management Discussion and Analysis 
ac ann pr inden ty len icsion and analy provided bythe om 
pny’ manage In thi seston, mesgsmenprovices is vcw en sip vc 
tends, and uneealncs pertain oti capa) operons gully, an) 
{Spt esares Atih the marapern! Scwson atl uals (MDA) scion ms 
{2nbay managements hme perpen ican ole afr aia ta neh act 
‘vaahe cacwbere Graphic 314 Coons pat fhe uly ed capa ramus patios 
oF The Wale Doney Company's MDA fat ollwed a cut eros 308 
fomel por 


Management's Responsibilities 

Ant examine Financial stems ad th inte cont procedures design ap 
ure coment of hone sttement The role ae oie fame fhe Bru 
Satomi based on ht camino. Hoeven mangement rope end espana 
thefinnclsalcmens anther infin i ihe lope To ecance eae 
te of he ses oneal steers concerning te atv lef management ad he 
{her mal report ine ¢unogereas rspesiics soon ta soc he 
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ropoostlty of management forthe information comtane! inthe annul epee as Wel as 


‘cient o respon Ta pgp he tals hat i De nest 
Sayer canons ao wilt reting angen ale ao he 
‘heen tal on eit by Sen 01 of Sub Oaey. 


Auditors’ Report 


(eee financial analysis should bean exasnaion ofthe suitor? report. This isthe 9 107 
rept sc by the CPAS who ait the Fnac sateren's tat informs wars of te dit 
‘rans. Ehery aa rport leks similar tothe ove repre by Delle & Touche LLP for 

‘te finareialstterent of Micrimal Corporations sbown 0 Grape 3-16. 

“rhe eno foe thesia that adr ropa (nat be inexact compliance with 

‘he esiietons ofthe AICPA andthe PCAOB," tos cases nein the fepot for 
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Grane 2-46 
‘Auditors Repor— 
‘ereso Corporation 


The aden rsport Micon the auitons will be satisfied that the finaneal statements “present arly" the f- 
rovdes the vniyst acl position, revue uf persion, and ash lowe and aren conformity with generally 


Spntcysoout the tmescitcumstances cause the audio) port nce an explanatory paragraph nad 
Tatneft tion to the standard wording, even touch the reper is anqualfed Meat otal, thee 
reprertatinnsin the include 


+ Lack of consistency due oa change scecumng principe such hac comparability is 
afew even though the uutiur concurs with the desirability ofthe change. 

+ Uncerain aso he ultimate resolution ofa contingency tor which alos s mara ia 
Amount hut not necessary prohableo- probable bat not estimable. 

+ Brass of a matter concerning the (sancal statements that does mo alfect the 
existence of an unxuaified opinion bur relates a unificant event suchas related 


pry ansacton. 
Th aadhors’ vwport Some aud esl in the need to ssue other than am unqualified opinion, in which case 
caomenden hear wll ea (ane 

{vist inthe ani) + Chai opinan "Tis contains a exception wo the standard ungualiied opinion but not 
Stamens, ‘of sTciet seriousness wo invalidate ths fnaneial statements as « whole. 


+ Examples of exceptions are (a) nonsnaloerity with generally accpted! accounting 
princi (5) insdaatediscloeire. l(c) ination i resticon he scope of 
the eximindton, 

“+ Adverse opinion Tiss necessary when the excsprions ares seriou that a quatfed 
‘pinion is not usted. Adverse opnjrs ave are because auditors usally ae abe 1 
[persia management io retify problems to avai this undesirable report 

+ Discaimer An aor il slain a opinion i insufficin inforotion has Deen 
‘gathered to expres a opinion, 


ae 
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Derg mine ofeach ai he aise cals omy ayo 
mines ging cone ors esomble inthe to detainee ii 
Sidi av ein fhe scl problem ms be ned th mir pr! 

‘hho tena neat ant tive wey ese devin the 
sad wogsiied opinion are prs These pares om he wo oul ee ed 
‘aga hac aayst and poms aoa er rr. 

“Te ait rept Trump Hotes A Casiao Rens, tne, exited in Graphic 
“rT cid tah pargrg eRe Be sand et Ore pg 


“Te mtr sould 
tesr te fm tty 
‘SSesnae rt gun 


‘Compensation of Directors and Top Executives 


‘whe carly 1990, the compensation large US. corporations pay thir tp executives be- 
ne an He of eiiderabe publi debate tnd como. Shareholders employees 
Folica, and he pli In general began ws uestion te rage pay pachaues received by 
reject the sare ie he more an ne ants il empleyees were ein 
[eof cs rh of compeny cubacks. Cemtuting sth dbte was the eliza at 
ttecompenstion pay berwacn eveutves ind lower lve eyplyes was met wide tha 
{npn ost her Indus counties. During sine aboot apparent hat 
scr cncty how rch coment arts ad tp epee ey 
ipo, 

arf the robe stemmed fom the fact a sclosves ofthese amounts were me 
se: bt ange pat dhe pte was that asta porto of excatve pay often 
theo of sock options. Exceutive sock options give Hs holders the gM uy sek 
‘specif pice, usally al Yo the markt pice when the options are pane. When 
Stok prices as, executes can exereise their psn and realize a prof [nae eas, 
tine hive made ecutive compensation seem exteely high Sock opis are dncwsed 
‘ndeth n Chair 19, 

“Totaly shareholders and ers ort out the content of ex souve pay packages beter 
nesta! he comnts of he company inthis egal. recent SEC retreniens none 
prone for more dnclonures on compen o dieters sd exeeulives, al in pari 
‘ceming lock opbons. The prosy statement which must be seat each year 0 all share 
holder, ely inthe sare mailing withthe eatua por reviusy served primarily 
ite sarholders to the meeting to elect hard meters 310 ven aes eto the 
steelers oro vee using an eles proty card. Begins with 19 financial ste 
ens he pray statment asad arg oe, Graph. 18 iss he information that te 
Suton! AoW lke reper. 


Disclosure Practices around the World 
Most counties requite speifcdkclsures by companies operating win thelr borders 
Mang of these dsclasures are simile Hove, he mount and Types of required and 
‘voluntay dsciosues fer om country to country. For eample, I bsae, companies 
ise securities are putty traded are rouied to lone sty recebvabe Mal exces 
erent of total curt assets, in Mes, a Hiclosie reports the separate enifetian of 
Tong-term labitcs tothe following catego suplien,afiates, income ta, employ 
prot sharing, an hank Toe 

‘Several supplemental dssosures ae iquely Earpean, These incl information about 
shares and sharehokiens certain employ dsclesures, and event dacknurs An ex 
ample ofan envionment dscsire woul e a dkcus of safety measures adopted ty 
‘he company in thei tating pi Pace, mary entries are required to pb 
Tkh an ar sora lance sheet. The eport coves mates suchas employment, tariog, 
lth and safety condition, employee Senet, and cayman sues In genea, Eo 
Dean companies consider the fur aclome concent to mcce a mach hme set of infin 
mation than do US. companies. 


RISK ANALYSIS 


Using Financial Statement Information 


‘Te overriding objective of financial reporting is providing informatica that investors ad 
<reditors can use to make decisions, Nevertheless, i's sometimes eary 10 Tose sight ofthat 
‘objective while dealing with the inwiacies tat specific concepts am procedures can in 
‘solve Tn his pat of the chapter we provide an overview of Financial sment analysand 
‘then demonstue the we of rio, a poplar financial statement analysis ecu ant 
yee rk. 

Investors, credits, and thers ase information that companies provide in corporate 6 
‘sana epost ral: decisions. Although the financial report fous primary on te past 
performance und the present ftaneslconiion ofthe reportiog compa information sets 
‘re most interested inthe outlook forthe Fate. Trying to gain a gltpse of the fate fom 
past and present dat enais using varius Wools al techniques to formule preditkns 

Thi is the gcblof financial statement nly 

Financial statements are not presented isolation, very Gana tlement anbed ie 
‘smpuned bythe corespanding inancisstazemen ofthe peeesding yar and offen the ne 
ious Wo yeas. Thest ae called eamporative financial siemens, They enable inventor, 
editors, and ether users to compare yearte-year Final position, reels of operations, 
tnd cashflows. These comparative dala help an analyst devset and predict ends, Beate 


=— 


IMF The SAnen Set nd Fiance Onconene 1H 


‘perations often expand ond contract in cele fashion, inalyss of any one years data 
muy not provide a acura picture of company 

Sore analy enhanes ther cmp hy expresing eich Nem asa peeentage of ha 
sae tom im he naga teers of ener jear ase mount) in ede more easly 
{Se yeario ear changes. This is refened tas herizontal analyst. Sima, erties! 
‘alysis ivolvescxpresting ech iter an the fioncal statment sa percentage ofa wp 
‘popmatcorspondng tao base umount, but with ths sae Year: For example, cs. 
iver and erases can he esse as percentage of wt assets net nee al 
‘ch expe com be estate at pescentage of events 

THgaries of fhe specific wchnigue ue. thé evel joins tha uecousting numbers 
a iualy teases in sation. Pei ale derives fn comparison with eee mtr 
fe The mon common way of comparing accouating mute evaluate he peters 
snd of frm ie ratio ays 

‘Weuse ron every day. Bality averages indicate bow well wu faeorietusebal players 
ssc pefinming. We evaluate haskell players by Fick gl petcenage and yb per 
fame Spoodomaters meat the speed OF out cars term of lle pe hour. We compare 
‘ocr coir onthe tas of plc pee pound wr ounce, In each of Use anes, whe rao 
‘noe eaniagfal than a single purer y itself Do 45 his indole ssstactry perfor: 
‘an? I depends onthe number of thas, s 62a good pice fr cease? It depends on 
Tin may ounces the $2 buys. Ratios mak these mesures meaning. 

[Live we car we tio a help evalua firm's perineance and financial postion 
Isat noe of $4 milion a cause for shareholders wo e2etrate” Probably not i sharebold 
‘equity $10bilion. But if shure equity is $10 milion, dasa 40% ret on ej 
Ty! Aldoigh tio provide move racaningl furmatog shan absolute numbers lane 
‘asa most useful when analyzed relatives to some standard of comparison. That standard 
{comparison may be previous performance of de ibe company the perfomance of 
‘peor company an industry average fo the pac ao. 

"Accu stoald be conversant with yo aaalsis nea leas thee reasons. Fest 
‘ten preparing nunca semen, accountants shook be nila wth he ways users wil 
‘Sethe nfrratiom prove to make ete cisions conse what and hoo ep 
‘ual, whom accountants papa in company dersionseoneeming operating and f- 
suncingaeratives they ms fad aio analysts belpfl evaluating avilable choices 
‘ar rg the planning stapes ofan sit pendent aur fen ue ra analyst) 
Suey potenti ut problem an determine he specific aut procedures that sho be 
esmed. 

‘Wein ratio ela risk alps i thy chapel aton ead opie 
‘yall in Chapter 3. You wil also employ raios in Decisien Makes” Perspective se 
‘nos many the capes in is text alysis ease tht benef fr ato al si ave 
‘led i many ofthese choptrs aswell, 

nyt and creditors use financial information to ees the future risk end turn of 
‘ti oyesents in business enterprises, The bakince shew ovis nfrtaton wef 1 
ds sacsunent. A Key cement fk alysis inven gating acomuny’s ality to pay its 
Dipti whem hey come de. This yori fe s refereed to a dealt sk a= 
bio aspect of fk is operational risk which relates more to ow adept a company Isat 
Irilsaadng varius ents uel cicumatancs tht might pa ty lo are pis 
‘vious nese evo types of rk ae nt completely independent of one anode. abil 
‘ban pits censinly Increases a company’s chances Of ain os obligation. Coo- 
‘reales of «company’s long-run prospect or Eeneraing pri, ca mee 
-Natligsions, the eoepany’s operations ar at ik, 

‘ssesing ik neces inolyes consideration ofa varity’ of ecomomy wide isk fe 
‘esx lation, interest ates, and the general rine elite, tndasty de ito 
‘ies lneluding campeuion. labor conditions. an tachnologeal forces algo affect 
Ejay is pole Sell err aciees are peific och company itself Financial c- 
hen are ued rk amuyai to vestigate a compny'sHqulity and long-term 
“yen. As we digas ome of the more corsmon ratios the folowing paragrapts, Keep 
‘it inten elaionsip beeen risk and teu ud tus beta ou sk analysis 
indinchaper and or prota analy a Chafee 8 


Fedex Corporation 


Working apt may 
hot present en acarete 
cremate picture st 
seompanysfiuiy. 


‘Theo Accouting 2a maton Syn 


uaUIDITY RArIOs 
guid tefers othe readiness of assets ihe comet to ea. By comparing 2 company’s 
Nighi assets wi i shore-orm obligations, we ean obtain a yeoeral ew of the fr’ si 
{ty 0 pay its sor tem debts as they core dus Usually, caret asie ae thought of athe 
‘most iquid oF a cormpany's ects. Obviously thou. some are more liquid than ethers 36 
its important also w evaluate the spec makeap of current anets. Two common measures 
‘OF lgicy ate (1) the current rai wt (2) che seidest racio (or quick ratio) eal 5, 
follows: 
Curent asses 
Came ratio = (ee 


ira 
Acie at (or ti = 


Current Ratio. Ipc inthe deinion of a crrent lability isthe relationship hetwsce 
current assets and cient Habilites, The diflerence between rent moet Ted ie 
bilities is elled working eapital By comparing a company’s obligations that wil shorty 
come due withthe company’s cash and othr ages tha, by dsinition, ae expected 16 
shortly heconverted in cash, he rato offers some ination aso ability tn pay those des 
Although ed ina varies of decisions spatculrly useful w those consisering wheter 
tw.exend short-term credit. The eurrent rato is computed by dividing current assets by cu 
rent lables. A curreat ratio of 2 indicates thatthe Company has tice as many currents 
sets avalable a current habits. 

FedEx Corporation's working capa a the end of is 2004 sca year is $238 lion 
‘consisting of cument sot of $4970 lion (Hale 3-4 on pe 106) minus core is 
bilities of $4,732 milion (Graphic 3-8 on page 109), The eument rato canbe computed at 
follow: 


sasro 

Cre sould be taken, however, in asessing lguidity based solely on woeking capital Li 
atlsties usually are paid oath cath, nov other components of working capil. compacy 
‘eouk! have difcaty prying as habit even wath a curentrao sigrfenay restr Cun 
110. For example, sf sinifenst postion of current assets consited of inveaios, and 
vearies usually arent covered w cash for several moots, there could bea ple 
paving accounts payable dein 30 das= On te over band «curent rato of less han 10 
Aloesn't necessary men the company illhave difficulty meting its eurent obligations. 
Tine of ered. fr instance which the compony can use 10 home funds, provides fnuncal 
flexi. Fed Corporation 2004 arn ep disclose 51 lion in nai agement 
‘vith bak Thar uso mast be considered in aneesing gui) 


Corr rt Los 


“The Ralntee Cavmetic Company fas yeveral loans outstanding with lca bank. The 
debt agreements contain a covenant stipulating that Raintree ust rian a cx- 
rent ratio oF at kas 9, Jackson Phils company conti, estimates thatthe 206 

‘aeatend cunent assets and cane ables wl be $2,100,060 ad 2.400.000 resp 
tives Tee esses provide cute raio of only 75, Viton ofthe debt aeement 

‘ince Raintree’ boring cst the Wane ae renegalisted at higher ee 

Jzcson proposes to the comsany president hat Kane purchase mony of S6003000 

‘om crest eTare year-end. Ta ll esse oth cuentas and caren Fie £9 

‘Gea hy the sure aru lu the coment tata wl reease to 8. The extra $600,000 fn 

Ineo wll be ase cr the later prt of 2007. However, the purchase wil cause war 

housing east and Paring cost to ease. 

{sekon  eoncemes about the eis oth proposal What do you think? 


= 


CUTTERS Theda Restart Fe Daconws 102 


‘Acd-Toat Ratis (or Quick Ratle). Some analysis tke to modify the curent rato to Th ale atin 
ose only current asets hat ae realy avaiable vo jy camer abies, One such Pein a more 
‘eran if conminwse the acest rai, This ato excl inventories an propad =TerR ndeton of = 
‘nen rom current sets tore diving by current Habis. The numero. the consis Sy es trant 
‘fash, sor tenn investments and acoums recvable, tic “quik users," By eliminating Sekgston 

fapet anes en realy convertible io cash the cue! rae roves ane pecs 

‘aboot ign than does the erent a. 

Fedlx Corporation’ quick antes athe end uf is 2004 fac year (in millon) tual FedEx Corporation 
‘84073 61.046 + 1,027) The acdset ratio cam he cipit asfallows 


eee iuidty ros adequate? I's feu to sy w out se pot oF comparison. 
Asiatic previously, comme anda for sock msc ae ry erage fo 
sacra or aos 0 the ame company in rie years. Industry averages forte bors 
‘won area follows: 
ety Arse 
Curent aio 13 
Asides ttio = 95 


Fetes Cenporaio's aos ar lig less han the indy average This an ination 
‘ta gi vs problem for FedES? Nox oceans ut evalaly would ube sed Mag 
Mat cls forcast in analyzing ether area. Remember, coh rato bt ene piece of he 
‘etrepuzle. For instance, peoftablity 1s perhaps the beat neaton of agudity mtb long 
Jan. Wedel tht reasure profit in Chap 5 
‘Aso, maagetent nay be very efficent in managing coten assets so tht, forexarmple, Sait nis sho 
hla eilestd aster han eral ventory nid ese han era, mk 
gt more gui thun Uy hers wade Higher rane rare vo = 
“ef seomption or the dey, generally dicate a move bic poaition fora given evel of Piiceey St honing 
“decimate, We den hese mover ros in Chae. i 


FANANCING RATIOS. 
Investor and ees, particularly long-term creditors oe vitally intrested a cémpany’s 
Toner sodvency and tat. Finan ratoe 


‘im The db equity rato (2 the times nett san ratio. These ration te cle 
cles as lows 


- “Toi Hbiites 
Debra = etal ae 


Necingome © 


“Tmesimerest earned aio 


‘Debt to Equfty Rat, The debt tw cyulty ratio compares resources provided by ered Thy dab ro ely 


‘anestrus prvi hy ewer Ki clelae li atl bes erent ein te 
Indeecanen hy tt shor ey icing ese ca br a 


Tas provides a meaure of ees" protection in he emt of insolvency. Other 


‘esr caims on des, the bighe the keihin vida eer WK ote 
‘dil to company unable to meet hs obligations Relwedy. «high ato indicates 
‘honly more ved interest gations, ba poably ger sare of tees a well be 
Sse ers end ncharpe higher rates asthe Teel of de increases 


ect pt den mn and tn aa be a 


tm secrons 
Fede Corporation 


‘The dott twenty 
‘ato indlntes he 
tater of ding on 
‘he wruty or franca) 
Peerage 


onde tat once he 
‘ont of borrowing te 
fonds 


The laf Accounting at. Inert Ste 


Feds Corporations otal iblities st ee end ofits 204 fiscal year (in mallions) ste 
SLMS (curentlabiiien $4,732 + Jong-term deb, 2.597 + over long-term liabilities, 
$31529—Graphic 3-8. page 109), an! sharcholder' equity wale $8,036 milion (Graphic 
3-10.00 paye 111). The debt o euity rio cum be computed a follows: 


eroeeh eaten 


As wit all ation, the deb 1 equity tio is more meaning I compare to some stan 
‘ard suc a a nds oe a compatite. For example, the debt to equity ratio for United 
‘Parcel Service, Ine (UPS, a major competi. 14H significa lower than FedEx r= 
‘uo indicating val UPS has less de nt capital sce than does Bes. Does tis mean 
‘that UPS deta ik i es ha that oF Pex? Otherto yes. shat go? Net 
‘necetarily. As discussed inthe nex seon, fe may be tha debt is being undorized by 
‘UPS, Moe debt might increas the pote for eum to shareholders ut the pice wool! 
bbe igher risk This isa fundamental wad-of faced hy vitally al firms when ying oe 
‘leon the optimal capital strc, 


Relationship between risk and profitability. “The proption of debt in the capi 
ssmcture al is of interest to shared. fier all sarsholders receive no return on tei 
lnvestments until afterall ereitor claim are paid. Therefore the igher the debt to equity 
‘to the higher the riskto shareholders th other hand, by earning aetun om bowed 
fn that exceeds the cost of toon the Finds, a company can provide ts sharers 
‘wih nal eta higher than i could achieve by employing equity und alone, This r= 
ferred was favorable fnanclal leveraue, 

For iluration consider a newly formed corporation attempting determine the appro 
priate mix of debe and equity: The inital -apratization gual i $50 milion. The capita 
"on iis ateratives have bem nurowa! to tw: (1) $10 million i debt end $40 milion in 
exit and (2) $30 milion in debt and $20 milion in eats. 

"Als assume tha regardless the capitalization mix chon, the corporation will be ae 
to pencrate a 16% anual ream, Before faynert of tert and Incnne aes othe $0 
rillion ia assets acguise I othr word, income befor intrest and tee wil be $8 mil 
lion (16% % $50 milion Ide interest rate om debe is BE andthe income tax rates 4 
‘comparative act income for the first year eras for the wo capitalization alternatives 
‘Gm be cate! fll 


Ince before intros and tse 
‘oat ntoreat expense 
Ancora botote tases 
‘Les: income ax eyponso (80%) 
Net ncome 
sex some 
oa 
Choose Aliemative 1? Probably ot_Although alrnative | provides a higher net aco, 
the retu om the shaceboldes' equity (pe knee vided by shareholder" equity higher 
for alternative 2 Here's why: 


peers 
Te ase phe <a 


‘weiner ey an’ mg ny mai cele pd sn ic 
Sechshpnese sng tre nein apy os er mamn anno na 


“Samia SCT 


CHReTERS Thelen Shar and Francs Dados 4S 


_Aterusive 2 generated a higher turn for eats dollar invested by sharcholders This 
Pecame the company leveraged iy S20 milion exiyiesnent with aia debt 
‘ae the cost ofthe ational debe (8% sess han te Yer on anes vested (16%) the 
uno sharehoder shige. Ths the essence of favor fnanea everage. 
‘Beata, hough, everaae ot always favorable; the cot of borowing the Fura ght 
‘aceite returns they provide the ue ow ass tn ut Be bess tha 2 
‘Se tional dt could resolt ina lower rerun eit for aleratve 2. for example, 
“Seren ats invested (befor: interest and tases ad been OF ales than TO ale 
atic would have provided the beter retu on ety: 


‘neo efor irre anc ann 
aire enperae 

Income belore taxee 

Ls: neome tax expense (4%) 
Meticome 


Se Eieas 


18% 


Si. sareolderstypcly ar face with a wadeot heen the sk that high debt de 
‘ot lhe pte for higher eur fro having the ish 4b, In any event the debt 
‘Sey sai fer aa for ming the cies 


‘imesinterest Earned Ratio. Anh way pp th bility ofacompany 0 aay Th ns nat 
‘fed et obligates sy comparing nares charges wh he acme aaa tw py wed = nen 
feocchares Ths tes ret earned rutin despre ido as Kiscalealaeasyar Sura ct aehy 
‘ig ce ere sutrcting net expense and note by nest expense. 
‘eee. acorn a ae cen can ear he mar fate ae 
carey scampanys ering I ome any Tie reer an inet expense 
‘osc arene preted th ace a ary sve is expo Fr it 
“ue come shold be the amount walle pa inet we since bore ub. 
feeting eet ao cee tach alee iy ing a oe cme te nes 
“thea were dadutnd. 
‘eu cle, FedEx Corporation's 200 fran sateen report the Following Fax Corporation 
— 
‘Sinton 

Net cae Be 

irre pe s 

theome anes os 

hea lore rere an tere ass 
‘Tate crest ere ratio cas be enmputedsfllos 


“aw ree io = 34S «107 dae 


Tiree ans te 


The eo Azsauting aan eaten Sym 


‘The rtio-of 10.7 times indices considerable margin of safety for ereditns Lee 
‘could decrease many times and the company woud sill Be able to meet its nceret payment 
‘obligations In comparison, UPS's ims interest eared fio for 2004 is 34 times, UES has 
Jess interest-bearing debt mt capital sactre tan does Fedx andi earned slightly higher 
"Fapoclly when viewed alongside Un deln-oguty rao, de coversge alo seems 1 adi 
cataract uy os and ade Graal 
ty if the company were to decide w raise new debt funds 9 “wade on the equ 
‘tempt wo increase the retry to shares ders through favorable financial! leverage. 


NEA 1 


‘Respond to Jerry's itis that shareholders’ equity doesnot represent the market value 
‘of the eampany. Wht information vos he balance sheet provide? (x 10) Tey sea 
feet. The Fancalsaterients aes ysse Ui help investors 30d credit ale 3 company 
However, the ance sheet snot nese to portray the marke lie ofthe en Thea 
{15 of 3 company minus ts ilies as shown Inthe alae shet (arene eq) 
‘ui wil ot equa he company’ sinker vale for cera reasons, Fo example, ma & 
‘ets are mesure atthe estore oss rather than their mare values As, reny em 
any resources inclating its trained cmploees it experienced management tam, and 
Feputaton gre not rected a awe st alr Te balance sheet mt used conjunction 
tether fnanca statement clare notes. md other putlelyavalabe information 

“he balance sheet des, however provide valuable information that en be used yin 
‘eso and restos to hep decerins markt value, After lit the balance sheet that 
‘eres many ofthe resoures 2 company has aaa fr generating ftut cash hn The 
Ceauince sce lapis porn! nfrratien abt qa alate scene 

2. The usefulness ofthe balance sheets enhanced by eating sets and babies c= 
‘nding to cominan characterises What see the casiiclins used in letra et 
balance sheet and wht elements do those categories Iehude (104) 


lectanle Art talonce sheet conta the bowing casiations: 


Assets: 
+ Curent assets nue es and sever other ase that ae easly expected tobe 
‘eonverted to cash or consumed win the coming yet or within the moral operating 


‘yc ofthe business if thar lonaer than ome Yea 

+ Property and equlprent are the ‘ange long-lived assets used nthe operations Oke 
‘business, Ts category ireudes lad, tury. equipment, machimery, and furs, 
wells nats resures, 

 Investrents in ties are investments in debt ard exuty securities of aint 
‘companies. 

+ Gaodvils  unigue intangible asc in tat ts ost can't be erect ssssiated with ary 
spec entiable right anc ot separable tom the comgany 36a whole rare 
sents the unique valve ofthe eorpany aa whole aver and above all entiiable tng 
‘ble and intangible assets. 

1 ier stooges are aves that ersentexhuive rights a samething sch 2 pod 
eta proces or rame. Patents copyright and franchises ae examples 

sg fer deere Income taxes Tom Temporary siferences Deween Tab is 

‘ome pd secounting income 


Sofa Se gt ene pend ty Sa A an 
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CHAPTER The Rice Set wl amc Dns $87 


+e sets 9 “ater caatietion of noncuent el rd ol eade ong-terr 
pre expenses and ry ancuten ase ainda the athe eatewoes. 


inate: 


Caren obits ae those oigator thet ae expec be sated sheough the se of 

‘cre amet he eration a other cue Laie un IR ans ables at 

‘re apected 1 be ald within oe year oF he operating ese, whichever ange, 

‘aro equity 

‘+ Caman sock ad pot coptlllectivey eq th: aout vested by shared 
‘sn the corporation 

+ eae earings represents the accumulated net inne een ine neption cf the 
"eration ané nt et pid ot a arches as ves. 

“+ Aesumulated other compretensie incor fs he curitvesraunt of other empre- 
fee income em Ts pie treed im subsequent chapters. 


Tae Bortom LIne 


1, Thebuliace sheet je position statement that peesents 0 organized array fase, Hse 
Dies, an shareholders’ equity at a particular point in me. The statement does not 
otay the ares value of the entity. otever, he infmation in the tatenent ean be 
‘wefa i assessing market valuc, as well sin providing important information about 
‘iguidty und eng-term solver. 

‘1 Current sets ince cash a eer assets tha are reasonably expected tbe conver 
‘ish or consumed during one Year, oF within the norma! operating eycle of the bust 
‘of he operating cycles Jonger than one yeu All ther anges are clase ws var 
Sousfypes of noncurrent assets Curent able are those obligations tha are expected 
‘obestsfed dough te use uf cuentasets or the cts of other cure liabilities 
‘Alte abilities are clase as fong ter 

23 Inastion to eas nd cash equivalents, curren assets clude short-term investinen, 

“cco resivabe, inventories; and prepaid expenses ier asst elssifations ince 
‘nvstmeots and fund; peopery, plant, and equipment; intangible ets and other assets | 

4. Carron ibis inelade notes od aevouints payable ncarned revenues. acerved lise 
itis, andthe current maturities of Jong-erm debt. Long-term fables include long 
term aces louns, morigages, bonds, pension und lease obligations, as well as defered ! 

46 Finacial disclosures are used to convey addtional information aboot the secount bal 
ances inthe tac financial statements as well ax o pride supplemental information 
‘Thi information s disclosed parenthetcally inthe basi Financ] statements orn notes 
‘esupplemental financial statements. 

4% Aol financial statements will nchke management sliscussion and analysis of key 
seats ofthe company’s busines. The purpose ofthis isclonue isto provide enteral 
‘ies with managements insight into certain transactions, events, ond circumstances | 
that alec the enterprise, inetding ther financial impact. 

‘The purpose ofan adit is © provide a professional, ymlependent opinion as to weer 

or not he financial statements ate prepared in conformity with GAAP. The audit por. | 
coma three paragrapite fist wo deal with the soope of dhe aut snd Ae hid 

tagnigh sie he auditors’ opinion. 

1% Financial analysts use various techniques to transform Hinunsial information into forts 
‘gre useful for analysis. Hori analysis and vertical analy price a useful way 
sf analyzing year-to-year changes. Ratio analysis ullos analysts to conrol fr size dit 
erences ove ime ane asc rms while investigatiny important relationships among 
‘inate variables. | 

4 The alance sheet provides inrmaton that can be useful in assening ih. A ey ce 
‘neat of ese analysis i iestigating a company’s ability to pay its oblientans when 
they come due, Liguiity ratios and financing aos provide iaforsatiow about x com 
90's ality pay its oigations, 


Segment reporting 
{eSeewn tbe frat) 
‘Seared Copan. 


‘The Role Acsouing a an Information Sten 


Reporting Segment Information 


‘Finaneial analysis of diversified companies is especially dificult Consider for example, a 
‘company that operates in several tne Susiness segments including compute peipheal, 
home healthcare systems, textiles, and consumer food products, The results ofthese dis 
‘unctly different activites wl ke aggrsgaled into a single set of financial statements. making 
difficuit an ttormed projection of ftte performance. I may wel be thatthe Five-year ao 
Tok difers realy among the aeas of we ecomomy represented by the different segimens 
‘Tormaksiatiers worse fr an analy, the integrated financial statements do oot reveal the 
‘elaive investments in each ofthe business seuments nor the success the company his had 
‘within eae area Given the fac that so many companisstheve days have hose fo balan? 
their operating risks though diversification, ogpregaed financial statements pose a wide- 
spread problem for analysts, lending and credit officers, and cher financial forecasters. 


Reporting by Operating Segment 
“Tact lem tis eerie a 
atin nie pspmiie nppipepel liens ececieg och ided 


Prior to 1997, SPAS 14, “Francie Reporing for Segments of a Business Enterpae,” 
provided the specific reporting requirements fr sepment reporting.” SFAS applic the n+ 
‘dustry approach in detcmining repriahi> segments, The sardar wns the subject of rch 
‘tics because i allowed for iconsisten definitions of the term indusry demextated by 
‘companies applying te standard. This inconsistency redaced the relevance and comparbi- 
ity of segment disclocure. {a Tune 1997, ihe Financial Accounting Standards Board tsued 
‘SPAS 131 toreplace SEAS 14. 


WHAT IS A REPORTABLE OPERATING SEGMENT? 

“The oe trl employs a managemer ppm in elrmining which semen aco 

‘any are pata. This approche way ha mangement organizes the sey 

trem niin the enervise for aking wo-ratng decane an stews pesirmance. The 

‘eget ae, therefore even rm the crore ft enepte' ten engin, 
More formal, he following characterise deine an operating segments” 

‘An operating opment is componen ofan enters: 

‘Tat engoges in butines actives fom which t may een revenes and incur expenses 
AGccuangreverucs and expenses tlsing oWansactions with har components fe 
sams nterprie. 
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In Chap we discussed the eritcal rol of financial accounting information in allotiog 
‘resources within our economy. Hall, resources shoal be allocsed i private enterprises 
that wll(1) provide the goods nd vervicns our society sites and (2) at the same im pro- 
vide afc cite of recan ¥9 those who supply the resources, A sompany’ Will be abe to 
achieve these gols ony if it can we the rescuroossoctely provides to generate revenies 
from selling products and services that exc the expenses mscesnary 10 provide Uke pa 
cts and sevice that is, generate a raf 

The purpose ofthe Income statement, ctimes call! the statement of operations oe 
statement of earnings, to summarize the profi-generaing actives that occured acing 
particular ceporting period. Many invesjors and creditors perceive kas the satoment mest 
sel for predicting future pritabiy (ture cash generating abt), 

‘The purpose ofthe statement of ash laws i to provide information about the cash r= 
‘sips and cash disbursements ofan enters that cecumed during a period. I describing 
‘ash flows, the latemeat provides valuable inrarmution abow the operating, investing, and 
‘inancing stivities that eseured during the peso 

‘alike the tslance shee, which isa postion sazemen, the income statement and the 
statement of cash lows are change statements. The income statement report the ching in 
‘shareholder’ equity (elaned earings the oecurres during the reporting pola 2 es 
‘of revenues, expenses, gains and loses. The statement of cashflows alo change sae 
‘men. disclosing the events that caused cosh to change cri te pei, 

‘This caper iy ide nis two puts. The fist part describes the content and presente 
tion of the income statement and related disclosure issues, The second part pecvides a8 
‘overview ofthe satement of eat Cows 


THE INCOME STATEMENT AND. 
COMPREHENSIVE INCOME 


efor we discuss the specific components fan income statement in much depth, ts taht 
‘quick look atthe general makeup ofthe sateen. Graphic 1 offers a comprchoosive 
‘statement for hypothetical manufecuring company that you can retest as ve proceed 
‘through the chapter. At his pont, our objective is only to gain pencrl perspective ofthe 
‘items reported and clasifications contsnes in corporate income statements 

‘We'll lok closer atthe components of et incoae, be fst we told eonadr the notin 
‘of net income itself and how it Fis within he concept of comprehensive income. 


‘Comprehensive Income 


‘Accounting professionals have engages ns ongoing debate concerning which trensatons 
‘Should be ieluced as componens of pric income. For instance, sme argie that cers 
‘hangs in sharsholders" equity besides those tinbutble to radial net inom should te 
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Imcuded inthe determination of income, In what might be viewed asa compromise, he 
FASB decided o maintain tbe taditional view of net income, bat require compan aly 
report an expindsd version of income called comprehensive ict toinclade out tp 
‘of gains an loses tha ationallyhayen't been incoded i income erent, Let: con 
“Sider what that means, 


OTHER COMPREHENSIVE INCOME 
“The solelatioa of net income omits ein types oF gains and Josses that are inched in 
‘competiensive income. As ane example in 12 you will ear that certain inst 
‘ments ate septa nthe fice set 9 thes far values, but dat the yas and oases 
‘ting from adjsting those iovestmen's 1 fair Valve are not ieluged i net sears, 
Insed, they are reported a veparate component of shareholders" equly, ether compre 
Inensive income ls). 

Companies mst report both net income and comprehensive income and reconcile the 
dlflereaee betwen the two Be se fo yemember tha net income actully ie pao om 
prckensive income. The reconciliation simply ents net income to inelade omer compe 
hensive income items, reported ne of te, a8 shown in Mastration 41 


te rc be nos ed corre raed 
i hcndby 6 usar eared SeBetaen tes ed 
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‘The actual terminology used by companies for the four other comprebensve ince 
items varies considerably. For instance net unrecighived loses oo pensions often ae 1 
{ered to ax mininue pension lab ajsumens, dened gain (loses) fom divas 
age sometimes called derivcive mark-to-market adjustments ot charges a fair value of de 
‘vette, and pains (lsees) from foreign corency translation ae ften identified ws forvion 
‘ureneysranslaton adjustments. 


FLEXIBILITY IN REPORTING 
‘The resentation shows in Musieation 4-1 canbe (a included as an extension vo the snes 
‘tcment.() reported (enacly the sume way) as separate statement of comprehensive 
one, usually part of a disclosure note, o () included in the statement of change in 
Ssharebolders*equty (Chapter 18), Each component of other comprehensive ineonne can be 
Aisplayed net of tax as in Ihstation 41, or altermatively, bef tx with ome ant 
shown fr the agaregate come ta expense (or hemi) Ateent survey of repxting a> 
tice of 600 large public companies indicates that of those companies that had othe com 
prehensive income items, Bi chore vo include the presentation of comprehensive inex 
In their statements of changos in shareholders equity 


“rin iyneene en Str onal end, 8 ae am FAS, 
eee renga sre err mo 


Many, though, such ss Naceo Industries, Ine, and Koster Wheeler Ly choose 
resent comprehensive jncome sam extension te their income statements, The FedEx 
Corporation statements of ehanges In stockholders" investment and comprehensive in 
‘ani Appeals B, locate atthe back of hits proses an example ofa presentation 
‘enmprenensive income i tha statement Othe or and in Hs 2006 financial sate 
“aut Shire Pharmaceuticals chose to use the separate satemcnt approach, as hows 
Graphic 42, 


[ACCUMULATED OTHER COMPREHENSIVE INCOME 
‘nabio to porting comprehensive income tat occurs in whe curent eponing period, 
‘tess also report these amounts ona cumulative si i he balance shect This consis 
“ea wih the way we report net income that ecu nthe cure reporting period inthe in- 
Em salemont und also repr. accumulated net income (iat hasn't been distributed 3+ 
‘Trak inthe balance sheet tained earmag. Sil, We pot ote comprehen- 
“xeincome asi cess inthe current repoting period and alo report aunt ther 

income (os) nthe lace sect. Tis demonstrated a Graphic $-2A 
‘or Shire Pharmaceuticals, 


Aefeing wo the numbers reported in Graphic 4-2, we can coil the changes in oth 
inaearings aia acinar copes me hse 
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Bales, 12/3008 ‘i072 ais 

‘Ade Nat ncome: ‘maz 

Dekt Bedard aaa) 

ther comprehersve neon a 143 
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‘To further undervand the reltioeship between net neon and other comprehensive in- 
‘ome. conser another example. Suppose Philips Corporation hegas 2006 with retained 
earnings of S600 millon and accumulated other comprehensive incere of $34 milion. Le 
sso asune that net income for 2006, before comidering the gan dreasced bel, fs $10) 
nillion of wich $40 millon was dst to shareholders as dividends, Now aesane tht 
Philips pureed shares of IBM stock fo 990 mulion daring he year an sold therm at year 
‘endfor $100 milion In that cave, Philips would include ta wealized gain of $10 millon 
‘deernining net income If he income trates 40 net income inclades a $8 lion 
‘fst gi fom he sle. This means hat sharhokers equity. specifically retained care 
‘ngs to will includ the $6 milion. 


Ietaned ‘Accumulated Other 
(Sinmions) © Eernings Comprehensive Income 
Balance, 12/3105 3400 ou 
[Net income 6100 + 4) 106 
Dhidende co 
(Other comprahensive income ak 
Belone, 12/3406 ea 


(On the tbe hand, what if the shares te mot sod efor the en othe ical yea ut the 
yearend fai valu is $100 milion? I hy ease the unrmacd g of $10 milon fn 
‘aed in net income. nsiead, $6 milion tof. i onsidered x compenent of oher 
‘rmprehensiveIncime (oss foe 2008 aod esas in an neteae tn accumated ther com 
prehensive income (oss), rater than reine earings inthe 2006 balance sheet, The a 
‘of retuned earings and accumulated wher comprehensive insane is $900 illu ether 
ay. demonstrated below. 


Retained Accumulated Other 
{Sieritions) Enmings _Comprahenaive Income 
alnes, 13705 a0 ry 

‘Net income 100 

hides 0) 

‘thor comprrhonsie neome it: is 

Bales, 12/3108 eo uo 


Net income an comprehensive incoine ave ientical fr an enterpse that hao et 
‘compeehessive income lems. Our cus nthe remainder of thie chapter ie onthe measite. 
ment und reporting ore ngome in an inoome statement. Components of ether comprehen 
‘ive income are described in suboqiva!spters 


Income from Continuing Operations 

‘The ned provide information ep nals prec fue cash ows emphasizes he 
ipa of properly rept the ssw neo om teeny conning ope 
sions, Cle, he operating ransacons hat pay wil cmtaue othe fe et 
ts the best pois future cash fs TRe comnts of icone rom continu 


ace revenues, expenses (inchuding income tue), ns and losses exslading 
tae rela To dacontinued operations and extralinary Hire 


REVENUES, EXPENSES, GAINS, AND LOSSES 
Aversa inflows of rescues resulting fom fovidig goods or services customers 
Trmerchandsing Compaics like Wal-Mart, tbe ruin source of revenue is sales revemue 
ered rom seling ‘Service fas soch ar Fx and State Farm surance 
_pocrte revenue by prying services, 

eure ncuned while ener revenue. They represent the 


{vn proportion tothe amount of tata neome tht reported taxing eahothes. ke 
“nda, corporations ar income paying ene? Because ofthe inpontnee and size 


apart expense In corporat income Semen 
“Fabra sat, and sometioes lal tes ae asessed canvally and usually are detes- 


scaling to the regulations of he aypeopriae taxing sur. 
But sovneimes ax rules and GAAP der with respec to wea and even whether 


Acme example when coepation ta advan tx laws hy legally deicting 
erection nthe early years of an as’ ie ns federal incu ae return han i 
is incase statement ‘The aman oft actualy pad in the early years es than 


VERSUS NONOPERATING INCOME 
‘any expanne income statements distinguish between operating income and nonoperat- 
tin continuing operations, Operating income ilo venues and expenses 

Sey eled Wy the pencipalrevenve-genecating activities of the company. Foe exarple, 
ncime for 3 manufacturing company includes sles reveoues from the sae of 

atl expenses related to this activity. Nonoperating income includes as wd 
endreveties and expe elated Yo peripheral or eideml attest et 
Fr etamle income frm invesmens, pals ad ses fr he sale of operating 3s 
el rm vesent,ntre ard iver revemu, ad interest expense ae included 
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in mooperating income Other income (expense) often is ws in income saernents a5 ke 
classification beading for noncperain tems. A financial station like a bank considers i 
terest revenue and inerest expense to bes part of operating income because they cit oe 
pnncipl revenue- generating ocivitis for that type of hasiess, 

Graphic 4-3 presents the 2004 and 207 income statements for Fes Corporation. No- 
tice that Feu istngoishes between opera and nonoperting income. Novoperating 
‘evemies expenses, guns ad loses, and income tax expense (alld provision force 
‘axes are ade to or subtracted fr operating income to amie ae nt facome. As Tes 
‘sno seprntey repre ier, gen frm coming epee ne Income” 


Income 
is willors except er share emus) 
Year Ended May 31 
2004 2003 
Terence ‘Sari S22487 
‘Salaies ad employee tenes 10708 ome 
707 2155 
Real ard landing eo a8 ‘p08 
Depreciation and wmotention 1375 1351 
Fuel - Vaan 139 
Mantersnee and repairs 1523 1398 
Busnow ralonmart cons ‘as s 
3.403 Ed 
Ba note 
Qpeating core 140 tan 
‘Other income expense 
Interest expense 30 «20, 
nerestincome a 6 
Serer ne @ a9) 
a 33) 
Income batore income nes 1a 38 
Prowsion for ecome tos ‘at ‘3 


EH 
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[Now kets comsider the formats uss lo ror! the components af nt income. 


INCOME STATEMENT FORMATS 
‘No specific standards dita how income from continuing operations must be displayed, 
‘ompanies have considerable latitude x how they present the comipents of income Fem 
‘coming operations, This esbility fs ele in considerable vaticty a ince t- 
‘ment presentations, However, we ca leafy Iwo general upproiches, the single-step are 
‘he mutple-step formas, that might be considered the two extremes, Wit the income ste 
‘ments of most eorapanies falling somewhere in between. 

The single-step format first hist al ie revenves ad gains chided in income from cow: 
‘ining operations. Then, expenses and loses are grouped, soiled, ad subacted in 
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‘age nep—Ftom seyeoues and sain desive income fo continning operations Operat- 
‘npn nonoperatng ons ae ot Separately cand. Huston 4-2 shows at exaatple 
-fssigle step income statement ur ahypochetcal analaciuing company, Maxwell Gest 
Capmion 


[MAXWELL GEAR CORPORATION tusraanon 4-2 
Income Statement Pane 
For the Year Ended December 37, 2006 peslsrs 
Reyes nd gins 
‘ee ‘serie 
Inerestond ahidonds 28400 
“Gaon si of operting sets ‘5500 
Teal venues and gaine wos 
‘Egeraae and lovee 
tof goods old soot 
Sang eu 
[Geral and acinistrative pec 
Research and ceveoomant 16300 
rest 6200 
on on ae ol nvetment. ame, 
Income tae ry 
“Teel exper or ones aas.422 
or ncome 0.000 


‘The muliplestep formar rept sexes of imenmedits solve suc as gros po, 

income, an etme before taxes, The overview nec Naements presented i 
‘Ghahie +1 and te FedEx Corporation income sutemeis in Grape 4-3 ae vacations 
fe alps format istration 4-3 resents mliple-tepicome statement for 
‘he Maxwell Geae Corporation. 
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‘The oe of Accum nan norman Sytem 


‘An advantage of the sagl-step formal i is simpli, Revenues and expenses ae mit 
lasted er proritized. A primary advantage ofthe multiple sep format is thal by sep 
‘ately classifying operating snd nonoperating items, it provides informatica that night 
‘wef in analyzing ond. Sink, the siassfcabion of expenses by Function alo provides 
‘wel information. For example: reporting gros profit for merchandising companies high 
Tights the important yelationship betwen sales revenue am cet of goad sold ex pare 
ane fo note tha this sive fs one of preseotation. The bao Hine, bet inca, is the 
segues of the formar used. Aree sucvey of income statements of 600 lage pb ic oa 
Pies indicstes dat the maiple-sep format i uved more than tree times as often ws 
*imle-step format * We use the multipl-sep format for llusration purposes throughout the 
femaider ofthis caper 

‘Before we investigate separately report items, k's ake nce hk atthe componets 
of bath operating amd wonoperating nce al ee relationship a earnings qual 


Earnings Quality 
Finncial analyst are concerned with more dan jot the bot line of ce income ae 
mente! income. The presentation of the conipannts of et income an te etd 
ements closures provide cis otc user tenement tan aeessnent Of ering 
‘ely, rings ats sad a reer for tore dp oso ope, 
{imi moneratng meme 

“The term earnings qvality refers tothe ait of pared earnings (ica) 0 pdt 
companys fue ewig Aer 3 income alee pl eprom event ta 
‘ealy have occured Te ek vine fay Nira bred finan sateen hinges 
‘prective vale To eahanceprocictine vale, analysts ry to separ 8 compen rast 
{ory earnings fess fom i permancr camings.Traastoy earings eect eu om 
ttansactone or evens tha re nt itely ioc again nthe foreseeable fire, otha we 
key to have afro imac on ings i he an. Laer nthe chapter we ae 
two tem tha bec of her trary nate, re exqi be epi separa at he 
Into ofthe icome sateen Ana yin thei tee permanent earings wi 
nein befre thee wo Ke ht income ram continuing operation. 

‘Would bea mistake, hugh, 0 arse income rm coating operations reflects pe 
‘manent earings ere In ther woe thre may be tansy earnings eects chs 
{nncome tr conning operations In a scive the pe cntimung may be mskeng 


MANIPULATING INCOME AND INCOME SMOOTHING 
A Fortune roagncve aniele “Hocus-Pocus: How IBM 
(Grew 27% Year” contained a subcile “Do you want 19 
televe inthe IBM miracle? Then doo took too closely 
‘the numbers" The article highly critical oF IBM's 
earnings management practices that allowed the com 
[any 10 report eamings per share growth of 27% per 
year for 1994 trough 1999 with only minimal growth 
fevers, The afiele's ar abu he increase 
in earnings per sbare wo share buybacks. the sale of = 
sets, and eins in pension fund assets, ot a growth in 
pecmannt earnings. 
‘An often-debated contention is tht. within GAAP, 
‘managers have the power, aTiited erect manip 
late reporied company income, And (he maripalation is wot always in the dretca of 
higher income. One author states ha “ost executives prefer report eunings tht Tally 
‘sooth, seglar, upward path. They hiss wo report detins, but hey als Want 19 i 
‘Greases th vary willy ffom year to your, beter to have two Years oF 135 edmings 


Inroases than 30% gum one year and pone the nex 
‘Ava some coms ‘bank ening by wider 
Stating them in particularly good years and use the 
unk pots to pis esis in ba years" 
elcre that sampling income rakices 
‘earning quality becats: t ean mask permanent ear 
‘nay. A recent Busines eek isue was devoted eticely 


ose tp of earings "The sve, ened 
*Comporate Earnings: "rus" contains a 
likes thst are highly erica ff cosporace America's 
‘earnings manipulation Ane Lait J for 


‘ne Chat ofthe Sores ad Euchange Cos: 
‘Son. has heen eutspokon iis ecticism of 
‘eamings mangement rictes and heir effet on ear 
ing quality In an ace appearing inthe CPA Journal, 
he sates, 


Seep: hee oe tn tren Wa Sa ar a 
rningenenoncese ns ties Tn myer areas ay 
[pique fes ye mean wks eel nary Eorurns eet nd es = 
‘ov eating pa. Wha ning maybe wing dy one aha pean. A ae 
Farha wee wen acs be gato xan an ie ato cle 
fg, Mig gy npn oy iy ky tw no ea 


ow do managers manipulate income? Ts aor metbode ar 1) income sing un 

(e)acome statment casiiaton. Income hii i ached hy accelerating r delaying 
_hereciton of revenues or expenses For example, a practice called “channel tuting” 
“scents revue ecogaton by psu distbuies wo purchase move of your wet 
fhunrecoary near the end of a epeting period. The most compen incre satementclas- 
‘ition munpulation involves the incision of reeuring operating expenses ia special 
Shape’ capone sich a rectructurng coe (incuted Bem) T practice wines 
‘stoned i ay “big hah accounting. a efurence to cleatng up company balunce sheets. 
‘Aue reductions, the incuenee of lates, for the estrusuring esses age 
‘eden mncome that might otherwise pear as moral operating expenses ihe athe 
‘ere ot ute yes, 

‘Me Levit woul ew ee various rule changes by stan sees w nro the was 
‘neo final satments He Joe 0 wan! to ein aeseary heb fan 
‘Su repotog. but woul ike 19 make it easiee for financial statement aero "sce tough 
| mumbo the ftir A Key la meaning asenet ol  crmpany's fe pre 
“bly (sto understand the eves repaid in the income sntement an their relaonshiy 
ni ite earings. Let's now revisit the components of ep=atng incon: 


(FERATING INCOME AND EARNINGS QUALITY 
Soulall tems of reveme and expe included in erate income be considered indica- 
theo company’s permanent carings? No, ot néeeaany: Sometimes, for example, op- 
fring expen clade some wna tetTst may or ay wot contin i the fue, 
Tok isly athe 206 am 203 peril income walemen of Ciena Corporati, 9 p= 
‘ero pplication focused coramurications networking cusipment, software and services, 
Frsented i Graphic dt, What dens appear unusual? Certainly "Reslracring cont 
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Dieionae of 
Restructuring Coste— 
Cora Conporstion 
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“Goodwill impairment,” “Long-lived asset impairment,” and “o-process research and de 
‘elopaent”reqite Funder investigation. We Uleussresuusturn est rs, 


Restructuring Costs. When company ronganize is speraions Wo attain greater ef 
cleney, it often incurs signifieant sasceated costs Facility cloings aod related employ 
layoMts tanslut into costs incurred fo: severance pay and relocation cost. Theve restr 
(Gring costs appear regulary on corporate income afore, [n Tac, a Fecent UVES 
‘ort that in 2003. ofthe OX compan surveyed, 219 (37%) includ restructuring cox in 
their income semen For instance t's consider cur Ciena Corporation example. Ae 
loxure nate accompanying the cow pays nae statements indicses a 2008 Clow of 
ns San Jose, California, fet. Workforce reduction an lease termination costs Were he 
‘rimary expenses incared. Graphic 4-5 reports portion of the disclosure note related woke 
Fexrcturing cos incuned daring the font quarter of 2004, 


Prog 2003, when a company estrscurs its operations, it estimated the fare coi a 
sociated wid the restructuring and expvased the ess inthe perio in which the deosion 
‘esrvture was made. An offsetting laity was recorded. Laer expenditures were chayed 
agains this ability a they occured Te raonale for eapensing nbw an estimate of fae 
xperaiurey ws to atch the esting costs withthe declan to resictre and a 
‘wih the period or periods im which the actal activites take place oc when the beni 
any) are realize. 
‘What ifthe eximates ames out oe incorrect? 
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Lui tems & Co the amis en manatee the fllowing em pat 
seeping expenses in 200 and 17 nce ements (Sm esas 
2000 00 
Teanga ‘ania serzaas 
‘Why the negative eapeme jn 20007 Afelew of de compa’ dichaie ote reveals 
‘hata 100 aed 109 secre emo cost the! cade ext employee 
‘Rat cxpercs nd etre faite expenses sed with plan eae capa. 
Tienes 20M Le here exe fh tal bss acid wih he eC 
Jsrund icra an ster tat inreased nce. As we Uso tn hs hater td 
‘ughuthe et when an exit sch i aeperigpenod aller te priate. 
{mate was made tbe company gould econ te eset oe change inthe cet pid 
‘tran ext pr year Brarcal uote o cme! the etme 
Niemann of eraturng cost cerport nce erent nese sii 
ali 980s 190 Many US, compare rested nem competion By 
Siig thi eperatons, Te popula em hear fen caumog The SEC became 
‘aecroed de te fepensy wih which compares wore nung RERMGNg SOD 
‘Gener decribed ave One ofthe cl coner wash soe companies Ppl 
ese lange col carey na ert tame fre ncome. For exatpe, ere 
{lees cons neue i conjncton with west my rode ae be 
Tistoaconpony trough preter opraingescny, [coal pro any action may 
tea prratrsexpenst recognition of the ot 
“fe TASH repo the SEC's ances Jane 2002 with SEAS No. 144! The Ste. ard 
dnt ycts management fom rcogiang aly fora soni mocked wit am exer "=Tnce et 
Capon asi nla wl ay seta ax bericared Noger an eae emu ce e 
‘hy se resect cot athe pened he company commits ene pla, unless he oad nce 
{fet may tare Bot ncaa. Avan example, sbppne tral employers fo 
“Sve tmiation benefit, But on ae he en Wh be exploerReSond minum 
“oe ent ase, by feta beni, an coespeeng expense, 
Sue creme penis the employes ender eee, One et and 
{ese tend nina enol snot race bene ae regs 
{Kune te company communials he arangerca olay iether cate. he ati 
‘anbesgence me eae the pit hy ate deed nro Sia coss woe 
_yihcng lobe snd elcaingerplyses ace ecogid when gon seca 850 
‘Sed with ow autvises ne eve and wo ce 
‘ihe comment 
‘The Sana soestshs dt ive athe b- Fal en te 
selon massemant ee anda ee 
y's aval ofien wil be menaced by deteriin- amwe™man 3 
ing te pose vluso/Paure estimasd cash owows, fearing sos 
WWE daca sch preset ale calculation at gh 
lane caper pricy in Chapter and 1. 


tment of Finacial Canes No 6 a terefre af 
Sounted for consistent with ther abides. The new 
Standard also significantly reduces te posit that 
Festacturing cons Cane sed a a method manip 
Fae earings, 

"Now thi we undead! the nature af wesricning 
ass, we ca ade te important question: Shoal 
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‘inanial statement users consider these costs part of a company’s permanent comings 
steam. or are they Wonstory nature! There no easy anor esa incre esr 
{ng coms i bh 2003 aed 2004 Will th company incur hove cons a nthe near fete? 
Consider the followin facs, During te 13-year prio from F991 tough 2003, the Done 
Tones Indus 30 companies repored 8! restructuring chargoy in tei collective income 
alements, Tht is an average of apprasimately 2.75 per company. Bt the average tde- 
‘eivang. Six ofthe 30 companies reported no restictanny charges daring that pie. Hw 
‘ever. DuPont incured fesinicuring charges in 10 of the 13 years. and Alea eeporad 
restructuring charges in oftheir 13 come sateen, An sly rae ntenpet reste 
toring charges in light of a spans’ pas istry in his area. Information fn scone 
nutes describing the nesiucturing and aragement plans related to the business iyo 
alo canbe belo, 

“Two other expenses in Cicn’s income aterent fr 204 tal want akiticnl scrutiny 
ate growl! impairment ood Lang-live! et impairment. These ites involve wha 
Tete to as ase patrons ksses charges. Any operainal asve, wether tangible ot 
‘nang, should e writen down if there hasbeen significant psiement of value, We 
explore operational assets in Chapters 10 and I, Aer discussing ts topic i mere dep in 
those chapters, we revit tbe concept of earings quality at eatos In asetnpairment 
Also worthy of notice the expense in rocessreseael al development This conver 
"al expense tha ress from certain business camhinations i ress in Chapter 1. 

oss tat financial analyst miaht look fave 
ably ata company nthe year I acs» sbstaial re 
structuring charge er otber unusual expen seh as an 
‘ete impaiment los? Perhaps soi they view manage 
ent as creating higher profits in fu years through 
‘operating elfciencics. Would analysts them ward tha 
‘commpaay again in fate years when those operating 
Aiceneies materialize? Cerny, this debe halo effet 
sight provide an auractve tmpeation ws the manage- 
‘ment of some companies, 

“There ae other operating expenses that ak call nto 

question this sue of earnings qual. For example, io 
Chapter 9 we discuss the write-down vf inventory to 
‘omply withthe Towet-of-cosoarkt ele, Eaenings 
{qualty als is influenced by the way inca from o- 
‘vestments seconded (Chaprer 12) and i the manner 
‘companies account for thei pension pons (Chapter 17) 
In each case, afer discussing there ise, we revisit 
this concept of earings quality 

Eamings quality is aflectod by revenue issues as wel ae te expense ues We diced, 
‘Asan example, suppose that toward the en of it seal ye, company loses a major 
Tomer that canbe replaced. That would meen the cutee Yours revenie igus contain 
‘transitory component equal othe reyenn generated fom sales hat custmer OF couse, 
in addition ta its effect on revenues losing the customer woul ave implications forte 
‘ransitory/permancnt nature of expenses sd the hoe line et facoe. Ak the peso 
‘companies mest their earings parshers of has ed > premature reverse Fecopt- 
1, reducing the quality of the current exiod’s earings, Accelerating reyenve recognition 
‘nu eased problems for many companies 

For example, Lucent Technologies’ r-venue recognition practices receny strated the 
attetion ofthe EC. Nine curent an former employes were charged vith eeuttes a 
or propery recognizing salex of 1.15 billion i Bical 2000, The SEC secused the fone 
crplogees of lasey inflating is wevenucs through aggresive sles practices, nciing the 
lng of false dacurents on rales to Winelar Communications ehh ater went bank 
‘The SEC also has presse civil charges and a federal grand jury has indicated MeKesson 
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Cypratin'ser CFO for hacking 2 $20 elon sare saleby one month io meet 
‘oe gaely caring target!” 

Weave tes iene for Charter Sin which we disassscvenae recognition in comsider- 
she depen Now, though lets discus earnings: Gauity issue elated 10 nonoporaring Hes. 


NONOPERATING INCOME AND EARNINGS QUALITY 
Mos the components of earings nan ice ame este det othe natinary. Gane nouns om, 
‘eaunucg operations of te oman Some hoo uch ints and gains ssesars ese persion 
Sy geal rele o somal operation. These we vefer © as monoperting ems, ore 
Sc onopeatig tem have Eeneied considerable discussion with epee 0 eaings fancy Sete 
Cea, ably gai and lines peered either rm th eof craton sets ce om suet caring 
{esa ivestpens Por ctample as th sock mare Dow reac fs eight ate othe 

Sear 200, many companies sce are pans fom se nett hat hd appre 

‘tse i ue How eld hos: gis be inept in rms of ei ean- 

‘hips caning! Are they taster o fesanent? Lt conaier a example 

‘el Corporation ste wot largest manufac of semiconductors. Graphic 4-6 

we he operating section of ftels ncn stems or the 200 ae 1999 fiscal 

ar In 200, tncome Deore aes increased by appronimely 39% rom the prior Yet 

Fate tha the uns ot neements, ne (et wes eof Ks) increased from 383 

milano ver $3.7 lion, accu for a age portion of he nee in income, Some 

frat enone the gusty of Tt 200 earings Because f thos lage Ba. 


Gaara 6 
Income Seana 
pare tral 
Corporation 


‘onsite so Cisco Systems’ 2004 earnings of $8,168 bilion, This figure inelode wyer 
‘Siflionnitvesimeat ice. appnsimatey half o which rele fom gas gemcrsted 
Sram le of securities, Can Cisco sustain thee pins? Should they he considered par of 
eanect earings ora they wamsitry? Coca-Cola Company has een vticized fr mo- 


Tipltng its robs trough the timely sale of bot companies, The company often i 
Jessie weaker bites, enhances thelr operations, and then scl them fora profi. Ar these 

sing pt ofthe af ink business oa they tasitory lips in ening? There 

[em casy ater to thar questions. 

(Cini ten volunanily provide a pro forma curnings oumber when they annvance Moy company 
sama or gsuely exer. Thee pro forma earnings i age matageeats estimation yh provide pe 
{pean earings. For example, Hewlett-Packard Company, aleadng plbal provider 
‘cute peripherals. amnouncedon November 16,2004, itt income forthe sca eat Seaman of 
{des Ape 1,20, was $3.47 lion, The company als smcunced that tsp format net barman coring, 
ite (nbc, in thin case, exces estscturing charges, umotzation of intangibles, 

Aegitice-eaicd chars, and in-process research and Jevelopmert) fr the year vas 
‘ts ion These pe Tora earnings nuns are eatoversal as the epee anes 
‘nea hed view of permancal earnings and shouldbe iserreted in that ight, Neverhe- 
{oc se itches Go provide aka! information te nancial corms 

Ths Susbanes-Onley Ac dressed pro forma earings in its Sexton 401. One of the we’ 

“sper provisions equites hat pe fra earings ar ocd in any pene oF thet 


Tae Tena gn ny 
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[ieeboner Orley report filed wit the SEC oF im any’ pab closure res release, the conan also met 
raccicbsinnn, oe sennsaion 8 lp teed meng any ees 


Eeyemazemeata™ "We sow nn our neato wo wo nce waterent medicated operations a 
Scovdogte GaaP —extuceinary Hemet, Recae of cir nae te more obviously ot pat fa com 


‘any permanent camings und, anpropitely are excluded from continuing operations. 


Separately Reported Items 


faz.p 154 Te information i ibe income steers wsefil iF can lp isers eit the four 
‘wat his ead, oer should be made eof evems epee in the ce tment 
te not kely io occur apn inthe foreseabe aa, 
“There ae two types of events tha, if they have a material effect" the inom sik 
‘went, reqire separate reporting and ciscloxie: (1) discontinue operations and (2) ena 
[SAAR requ hat | diary items" In fact, these ae the only tue event hal are allowed o be reported below 
certain rasactons continuing operations. Although a compny as considerable exit i rept income 
Ssegtedscematl fram comtoning aprons te presen Grr these woe mandated ae fllowe =” 


below Income fro Income rom continuing operations belore income axes 
entning operations. nore 
Incame tx exporee 


Income rom continuing operations beter eerzordnary ame 
‘iacontinued operations, net of Sx anes 

Enaoidinaty tems, ne of Se ans 

Nat income 


“Toe objective iso separately report te ineome effet of each of thse tr. Thats 
Woy We inslode the income tax effect oF each tx in this separate preston rather thar 
‘pore them as pat ofthe income tax exponse, The process of associating income ax ees 
itl the income statement components at create them is seered io a agri a 
location. We ldes this proces in the net weston. 

‘nl ecenly, there were dre posse separately reported toms, The hid item the 
imuloive effect ofa charge in account principle, was ciminated by 4 new secoustsg 
standard in 2005. Previously the cumulative effect on the inecme of previous Yeas Fo 
having nse the old method rather than she new method was incloded in the income sate 
ment ofthe year of chonge as a separate reputed ite. The new standard requizes re 
‘gestive teatmen, We no longer report the eve effect in the Year of the change. seu 
we retrospectively wees rior yeas inal statements Whe We report these atm 
‘pain (in comparstive statements, for example). In other Word, those salem are mse 
10 appear asi the newly adopted accounting method has been used in those years. We die 
«uss the rewospective approach later it this chapter snd in subsequent capers. 


INTRAPERIOD INCOME TAK ALLOCATION. 
Invraperid ak lle ation aes aloe) income tx expense or nce tn tet 
‘it if there is u loss) with each major component of income that causes it. More specifically, 
Income a alles (6 ncone to cotinine operations and eck of the tw peat 
"Rportd items For example bse a company experienced am exon) Eat Son 


"ieee em ope terepenapenifvcunnentna wert earianpepare) 
“Reo Oper Asay ns a a Ge Ya AED 
“hema ey pet ogee mip ae aT 
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se jea The snount of income tax expense dete fo income fom enatining oper 
ams fhe arpunt of income tax expense that the narpany would have neuted i here 
‘eho etrondinary pan. The eee a income fakes case) hy the extraninary en s 
Undated fr the exraocinay gain sell nthe income statement. Muration 4-4 eon 
“rect cept 


How sould the company alles he fa expense hetwcen incom from contig op- 
‘eaten andthe extraordinary pn? A paral ncore state beginning ih income om 
‘ating operations before come oa expense, ror lneaperio fax allocation. 1 
‘Sown nMisraton 4-44. 


“The deikeney of this peseatton i hat the apparent centsbuton net income of 
ly ncame bere the extraordinary gin that come from contin operations) ad 
[hie etmordinary gai, misleaing If the exrarsinary gain had nt cecared income 
‘steqpese woulda have hea $1OS,00 hut ahes $80,000 (400 $200,000). Similarly, 
‘hem enc fhe extontinary gain not $0,000, bs rather $36,089 ($60.000 mins 
404 © $40.00). The wal un expense of $104,000 rust be alloted, $20 0 eatin 
“ng opertons and 24,08) 40% > $40,000) othe exranstinary gain, The appropri in- 
(30 seme prsemaion appear in UDastaton 4B. 


eeincme ie $156,00 ether wy Tnaperid ax alocatin is wo an ine of mesure 
satan fave of pesenation. The $120,000 income beers extraoninary gain popery 
feline frm continuing operations wclading the =ppcprate ws effets ABD. nO- 
{sit acome tax expense represent tes tht rel oye wea all ofthe reyenve, ex 
ea gai, ad fess Her neha catinuing operations. Fach of the items following 
‘owing operations atsconinued opeatons and estraoninay ms) ate petened net of 
‘hata fc. No lems ineluded ioe computation of income om continuing eperaions 
eepentd at of ae 


Sima sentence on cg 


= 
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‘Inthe illusion, the exiaoninary sin cased ational income tax expense tobe i= 
‘ured Whit if tne company ha experienced an extraordinary Ts of S0,DK nse of a 
exuaordinary sin? In that case, rather thon creating ekiional tax, the lows actually Ge 
‘reas tax du os reducing table income by $61,000."The company’ toa neon ak 
{expense woul be $86,000 [408% =< ($2,000 — 60.000). | 
‘The extacedinary lois decreosed the amount of tax the company otherwise woul have 

ual wo pay by $24.00, Titi commonly refered io asa ax benef A partial income sate 
‘men, beginning wih income from contin cperations before incom ak Apes, incr 
ing ntrapesiod ts allocation is shown io Mkation 4-4C 


Once agit, income before the extraordinary lass (that is, income from continuing oper 
tions) is misleading. Ifthe extoninsr los had not eecurred, income ax expense ak 
ot ave been $56.0) bot rather $80,000 (40% % $200,000), The weal tax expense of 
56,000 mast be lacie, $8090 tw expense to continuing operations and $200 tx 
‘efit the extraondnaty Jos, The appropriate income statement presentation apes e 
husration 44D. 


"Now that we ave sea how to report ms nto ther related ia ects e's took cose 
the }wo tems repre nef tax below income from contineing operations: discontmed 
“operons and exacndinary ier, 


DISCONTINUED OPERATIONS 
‘Smithfield Foods, Ine, isthe largest hoy producer and pork peocsesor inthe work nd he 
filth taryest beef producer in the United States, Price to 2005, the company operated in fone 
‘seuments; pork, bet, hog. protiction, end international n 2/04, thoagh, Suh dei 
{o discontinue the intermational segment nd accordingly sold Schoeider Corporation its 
‘meat and oer food products subsidiary cat i Canada” The transaction isan ena 
‘of a discontinued operation. 


‘Wht Constitutes an Operation? ocmany yeas APIO No. 30 poi at 
tive fidence for acount ad reptne dsm operon. Tis Onion dfn 


Trey pet ome nn pita ea we pe Th ee 
sik nay mi a an 
Siege ndt Open: armen ea Be eet: AX 


oe 


an operation asa “sey of business.” A segment 
Gould be eters sepaste line of business ora separate 
lass of ester, SPS Nn 744, sued fa 2001, re- 
places the term segsnert ot business with cmpomene 
fan entity A compet of an enby composes opera 
tions and cashflow tar cam be clearly distinguished, 
‘pera nl er Fil vepting puposes, em 
the rex ofthe ent 
{a gompooent of a ety has eer been disposed 
‘of er clawed a held (ar sal, we ror the rests af 
its operations separately in discontinbed operations if 
‘wo vonaivons are me. 
|. The operations ana cashflows of he compneat have een or wil be) eliminated 
fo te engoing operations. 
2, They wll not have any significant contiming involvement in he eperations 
thecompnnent afr the depo tsaston. 


sie that the definition of an pecan i iniicantty oadened with SFAS Nex 44. 
‘component of at entity may bea reportable spre or opesting usin, a reporting uit 
‘Subsidy. or an ast group, Fr example, suppose Chick Idusies operate 9 chan 
(Ci reir the Seasteast an also hay diner at engages i the pescton of 
‘aoe goo sold eres, Prevesti de restautu chain o tbe eae gat ic 
Shi neal wally as an operation for purposes of reporting discontinued operations. but 
tell estaurant witin the chain o¢ 2 mancfecturn: unin de canned pouds ii 
ea ould no qualify Now, trough wider SPAS No, 744 could represents menmpo- 
Jest the cemipany with “operations nd cash lows thal ean be early distinguished, 
portman for ancl eporting purposes" from de ext ofthe restaurant pan, 
fener, thal the secon cedion for bing reper separately aa cisconeed 
gations tha the coy will ot have any significant eons involvement in he oper- 
‘Fen fhe coriponent flr thedisposa transaction. As am example e's say Scooters 
lintecas raeses resturants to independsnt owns bt so has several company-owned 
“esti I Scooter» comnts to plan o sll is compa-owned estaant oan exis 


preemeat 

nea inthe operations af the esr fer hy sl. Scones wil pot epOF. 
‘stanacton aa dsconinaedoperatien. On the otber had im continuing involvement 
‘inoue, Scooters wl ropa thetxntlon separate [om ts anhising operations ws 


Diecontinved Operations. By dei, he income ins sea fan 
Poca discontinued operation ones il conc I Smiifeld Fuad had ot 
perp the eso Weaning buns, ts 3008 ad 2003 compar 
fase tase in gondensed fr) wool have spent asin Mstation 3A, 
“The earpony gence not income O€ $2271 mili and $26.3 milion in 2008 and 
Tapes. However an analy concerned with Shei ure abi 
‘eer te 2 sd 208 es afer sara te eles of te dain 
pti onthe resus operations that will contin. Thisafriation might have a 
‘Suto npact onthe analy anevanet of Fite piety 
"Nor scp the wi he ctl icone stares Said repre and ep 
condensed orm) Musvaon #38. 
Cm th escmetkerments for es ait rt ur roa. The 
Sane lusetion 4-38 sepa repo he pea cae fl he 
te jean. Te 2004 revense, exes, gas ses, are cts eel 
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“ASN, 1 colors 
reper te e's 
Camponeat ofa ety 
‘sows stone on 
Taito com be 
‘Seep dengue 
Soothe wctottor 
so 
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Gam on aie of Setneder nat ef tax of $57 0 0 aa 
‘wot income Sar 53 


1w the discontinued opeation have been ten0¥e from coariaung operations und reper 
‘Separately for both 2004 and 2003." Osher wise, an Tustration 4-5, 1t would appear hak 
the company’s protabilty increased $200 milion from $2.3 millon t0 $227.1 millon, 
ad that its revenue inezeased by 28%, frm 87,9045 milion to $10,107 3 rilion Hows 
Vee, a hey inthe assessment of profiabiy is the comparison of the company's pete 
‘mance from continuing operations. That cipaciaon reveal an intease in venue OC 
‘and an inctease in pot of $150.8 milion ($1.6 6 $462.7. This provides a different pi 
tue of Smif future profit, 

‘Sometimes a discontioaed component actly has been sol by the endo reprting ps 
riod a inthe case of Smithfield Os, thowgh, the component ic Deng ek forsale bt the 
disposal transection has mot been complet! as of te end of the reporting perio We con. 
sider thes to posiilies next 


When the component has been sold, When ts reporting pero! ended in 2004, Smith 
field had sold its Canaan subsiiay. In sh stations, whet the diontinued compote 
is soll before the cos ofthe reporting eri the reported income effects ofa discon mi 
‘opeaton wil ngage tvs elements 
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1 Operating income oc lon evenmes apne in Hoses) ofthe component 
ftom the beginning othe reporting pid othe disporal date, 

2 Gain or loss on disposal. 

‘These mo elements canbe combined or repoad spare, ne of weir ux effets, NO- 

‘sta Taarton 4-88 that Stuiiield Foes chose 1 report te two element 

oxmbied the pan or loss component must be indicated. ou istration to oll, We 

save he nce effects, Mhuration 4-6 deserbesasitsation in which the discontinued 

“emponci is soi before the end of the repoting peo. 


‘Nae tat a x oma curs becuse a fons reduces vale income, saving the com- 
Iga enh torn a fom aon 0 $2200008 | 
Income wr effet would have epsenied adda income ax 
Tr comparison purposes The oct of tx operating income oF los of the discontinued 
eagoent or ny pio Years include inthe Comps income semen alo ae sep 
“foe rept a venti eperatis. 


the component is considered held for sale. What fx company has decid 10 , 
‘campneat bu, When the reporng period nds, the comport has mo yt | 


ijeraon stil ae reported, but the tw0 components fie repented aroun are modes 
-sfalows: 


epsred sopartay. 

| Open income of los (revemes, expenses, gins in oss) f the component conned l 
fm the beginning ofthe reporting periods een of the reporting period. ‘persion. 

© Ansa! ows if the caying vale ofthe sets ofthe components more 

than fala mies coat sel 

‘Thebans shee Tete, to, The assets of the coiponsat considered eld forsale | 
paid he hover of tel earring amount (book Ye) of Fair valve mini cont | 


“The at Accounting way frmaon Sate 


sell And, bocanse ts mot in use, an opevational ase elas a6 hed fr sale sno longer 
‘eporels par a peoperty, plat and eosipent and is ot depreciated cr amorizes. 

"The two Income vemenw can be comined or reported separately, ne oftheir ae ees 
In adsition, if the arounts are combines and there ison impairent kes, the ln mut De 
‘iselowd either parenthtialy onthe Feo the statement ina diaslemure ote. Corer 
the example in Mastation 4-7 


disclosure note would provide addon! detail shout the divconinsed componen,a- 
ling she demct 0 the component, the major clskes of ase nd Lalit ofthe co 
‘ponent, the reason Torte ditcontinuatic, and the expected manner of disposition, Als, the 


netof tan operating income or loss oF the component being. discontinued i alsa repre 
‘separate from ennimsing operations For any pi yea tha is presented for compara par 
poses along withthe 2006 income ater nt 

nthe abuve lution, ithe fev ofthe division's iets minos costo sel ex 
‘ceeded th book vale of $12,000,00, thre so irapairment oss and the income eects 
the dicontimied operation would yaad only the operating lox of $4.20 00, Tes the i 
ome tax benefit 


Interim reporting. Remember tut companies whose owmershin shares ere publicly 
‘waded inthe United Stes most file quarterly report with the Sscunies and Exchange 
‘Commission. Ifa component of an entity :s considered hel forsale at the et of quar 
the mcome effects ofthe dscomtinved -onjemeut must he separuelyreponed in the gar 
tery income siatement. These effects wuld include the operating income oe oss To the 
‘quart as wel tan impliment oss if components assets have a book value more tn 
‘air vale minus costo sl Ihe assets ire impaired and writen down, my sie hsm 
‘isposl in amubsoquent quarters deferrined eave to the ne, wrtiendoves bck vane 


gli’. 0 fm ur ateton the al eprilyprs He sry oe 


EXTRAORDINARY ITEMS 
Occasionally am unasual event may occur that materially aes the current yea’ income 
touts highly unlikely to ecur again inte foreseeable fare: Hsueh fem is allowed 


‘ete ery mae eet pne a mt eg os ser a 
ecetaaiucecs neeeinge enone 


=> 
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imply aller et nce without poiting ous exeraorinary nare earings quality 
‘easy compromised and investors and creditor nmry be nse isto basins predictions of 
Ihre core on eent com tha clude the noarcrang event. Fr ha EAL. eX 
‘raordinary Vems ate "ved Mage” in an income stem by being repored sepurtely, 
‘meof ty and appropiaily labeled, Fxtraondinary sem ste rarial evens and transac 
‘ha roth 


1. Una inmate 
2 tereqaet i occurence™ 


‘These siteria must be comidere in ight ofthe environ whic the entity pera, 
‘Ther abviouly considerable dees of subjectivicy involved in dhe dsterinaion, The 
ance of una ad frequent Faqure judgment i making these judgments, an ac 
Senso Keop in mind te overall objective ofthe come stam. The kes ques- 
ess how te even rete to afi’ fur pili 1 es jdged tha she even, 
ecu fe uma tae an inrgency Of acemence met Mely to occur aa, 
ssp reporting x wurrated, 

(Cinpanie olen experience unespeced events til att considered extruedinary 
ea The los oft major customer ord death ofthe copay president are unexpected 
Sens hat hey il aet company tare but are ah etal rks oF aperating 28 
‘sna could recur thefts Othe gle and oss rom unexpecid evens that ave 
fev cooidered errand) include the effects ofa srke, chang those againa compete 
{Sand aa sup, anal the adjustment of aera one consis.” 

“Ake pot ote denon ofan extraordinary ter sac determing whether am event 
suisies Fo tein depen on he encrnincnt in which se firm operates, The envitn- 
re lade ict Suh as the type of praduls ct serves sok and the geographies o- 
‘admoie fir’soperatons, What enraritary for on Fim aay not be earaorinary 
Seranther fer For example, ows caused bya urscane in lod aay not be jdged to 
eextortinay, However hurricane donage (a New York ay indeed te ungsial md 
“set 

‘Compunies foquetly el wisidiary companies. Gnetlly the gin ors ig ep 2 
‘sanspsating ie the inci slaement or asa discow inued operation Hf the ubsiiary 

seed a component ofthe entity according to SPAS Na 14. In cntas, hough, con- 
tert declare noe fron recent faancalstenent EI Paso Energy Conporation 
town Grape 7 


“Wecar oly speculate at he company’s reason, bul sees hey tht te asa tae 
ot the ale, corply with anor ron the Fesera ade Commission, resale the 
Sonam y he company tht such gai was unlikely) aceur again In dhe fneseeable 
— 


"Tigi an reasoning must be apie othe determination of whotber or no an events 
-xmoniay, Keep mind that fe inome statement sh fag wo predicig he 
Wis entermly nlikely that a oatenil gain of los vil oer again nthe te, the 
fearing improved und the usfulen ofthe hce statment in pediting the 

is euhanced ifthe income effects ofthat gain or kos are reported separdely. \ 


i 
Why athe gain onsale of two sbithry companies sidered an extrondinary ten? i 
| 
i 
| 


EER ore ttt nc a | 


es 
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Av shown previously on page 168, the tof tax effects of extxonsinary gains and les 
‘are presente inthe income statement below discontinued operations. Im addition, a dick 
sure note is necessary to desenibe thereof the event a he ax effect thy ae ak 
Indes onthe face f the income statement, 


UNUSUAL OR INFREQUENT ITEMS 
ihe incom fet of sn even s material ad the eve iether unusual or neuen tt 
‘notboth the tem should be dnd nig eres reported as & separate 
‘come statement component. Rell he Ciena Corporation example Graphic 44 on page 
Jd. Restecuring costs and the impaient af goodwill and long-lived ase ince in 
‘hat company's continuing operations ar exarples of this typeof even. The event ray be 
‘isasual or infisuen! ut, by thei atu they could oscar again i the foreseeable ata 
‘owever rather than inclade thee ers vith other gains and lakes or with thes expenses 
‘hey ae reported as separate ine tem nthe income sateen” This method of reporting 
including note disclowre. enhances earns quality by providing information 1 the sat 
Iman user io help asses the evens relationship with future profitably. 

‘As we discussed earlier, the cumulative effect ofa change in accntng principle no 
longer is reported asa seperate tem i th acer sstement Anew standard teuies thal 
\weretrospectiely ust prior financial semen instead, As are, he income ster 
‘x! other fioancal statements are affected ty these changes differen than here fn he 
ext section, we explore the way various (ypes of accounting changes are epore 


Accounting Changes 
coun change fl nto one o te caegres: (1) chang in an accounting pic 
‘eG achmgs etme cr) a hance nteponng ely. Hh ceton aso 
{note ajc ht sacs fers ari A i overlew of each prover 
‘Wecover acing changes deal a Chap 20, 


‘CHANGE IN ACCOUNTING PRINCIPLE 
‘A change in accountng principle refer io change from one acceptable accounting method 
to snother There ate many sitions in whieh there are allerative trsetments for silat 
‘rmsacions, Common examples of thes uations include the choice between FIFO, LIFO, 
land average cost forthe measurement of ventory and arming alemnaive venue cog 
tion methods. 

‘Occasionily, company will change som one generally cepted eatment to ances. 
‘When these ching in secounting principles acer. information licks consistency, mer 
ing the ability of exteral users to compare financial information among reporting periods 
1, forexample. inventory and est of poo ld ure measured in one reporting period sing 
LEIFO and he FIFO method in a subseguen: period inventory, cos of Eoods old and hence 
et income forthe two peciods are not comparahle Difficlties read by incomisency and 
lack of comparability oe alleviated by the Wey we repon accounting changes 

‘There ismoce thas one approach tat cok! be used to aecoant fora change in accountng 
neiple, A new accounting standart resuires that yoluntary accounting changes he ac 
counted for retrospectively Previously. the cumulative effect onthe income of pio yeas 
‘fom having used the old mete rather than Ue mew iethod is cluded in the income 
slalement ofthe year of change a a separa reported tem. We to long epor the ene 
fect inthe year ofthe change estead, we rospectively recast prior ars financial ate- 
‘mente whes We report those slatenents apsin (in ermparative statement, fr exami). Bor 


Fp ht nn ne rina 
seri tng tcc ee nse 
‘Sr ont Cin ieee “AW Cpr Far 1 eee fh 


OTTERS Thain Seer and Statement at Cah ewe 177 


‘teh yne eg in the comparative statements, we revise se balance of each account a 
ioc nother words, we mike one salements appear si the ely adopred accounting 
tetsd had Been applied al slong, Then, aural eny is neated to adjust al account ale 
“oot affected 0 what those amounts would have Dest sitio, if reine agains 6 
‘neo the aunts whe Balance requires adjustment, tht adjusments mad the bo- 
fring lace of retained ears or the eres ero roped onthe comparative sate 
Den saree ety 

Tes poe tt in 2006 che Dearborn Corpraton sich from the LIFO inventory 
etd wo FIFO. Along with is 206 staterents, Deaton ese vo addon year of 
[acme aterents nd tatesnents of sharers! equity (208 end 2008) as well sw 2005 
otc ac for coraparaive purposes, Here ae de step» Dear wold fll bo ac= 
‘othe change 


1, The comparative finsnal sstement are revised. Fi ll vee years—2008, 2005, 
{4 206—income satemenes wll appear os if FIFO pad been applied al lang. 
Deaton wets new method, FIFO, to determine cos of good sol, ipcome tax 
‘ages, and inca in 2006 aa calles the 2004 and 2005 numbers fom 
{IPO i FIPO,Siry memory and ound earnings im each years batance 
‘thet fe reported using the ney ated FIFO men fas saerents of 
Soreolder exit, Dearborn repos rtanes earings uch Year ws it had used 
FIFO al slong. Becase 2004s the earliest year epee, beginning retained 
‘cavgs that yea revised ele! the cunulaive Ineome effect of the difference 
‘simventory methods for ll yum rie to 2004. 

2 The pepritiesccounts are apne. Deas wil crea a oneal entry to adjust 
‘bo Blanes fro their current LPO amounts iat those balances wouk! 
uve teen using IFO. Since diffrence in eat of gods sold and inecme ae 
‘ele nrelaned earings. as af the income tas elect the journal entry updates 
‘hese acount. 

11 Aisle note provides aon internation. Dearbor mast provide cleat 
Jussi da the chunge to FIFO i appropriate  « dscloare note, The note 
thier the ffects of the change om ies reprted on the face ofthe 
[inary Noten. ay Well as any pet share amount fect ore current pio 
‘dal pr peiods presen. 


We wll sce hese tops demonstnted in Chaper 9 inthe context of our discussion of in 
“vetry methods, We'l visit accouoting changes in depth in Chapter 20. 


‘CHANGE IN DEPRECIATION, AMORTIZATION, OR DEPLETION METHOD changes in 
_Actung in depreciticn, amortization, or deletion meth considered tobe achange in $SPr¥con, 
“coumingextimate tat a sehieved by a change to aceountng pencil. We secount Tor oe 

thie changes pospectively,exacly ax we would anyother change in este. We CUS Serena for oe eae 
“al iloate hv approeh athe nex acct. Sayan chongen 


‘HANGE IN ACCOUNTING ESTIMATE 
Tumis a onscessary apes cf accousting. A few ofthe smve commen accounting eti-* 48 
ise the snout cf fate bad des ow existing accounts ceva, he sel fe and 
‘el ule a dpreciabe asset and fuune waranty expense 

ecane estimate ete the prediction of ure evens wo unas for them om 
‘athe ero. When a extimate is modified as new information comes to ight, ccouni- 
Ing forthe change i este Is que sghtfarwan, We do nt ese prior yeas fian= 
Sal erenta to refect the new estimate Ins, we merely incorporate the new ete 
Ina alate accounting determinations tom da point on. 

(Cones the example in lastation 4-8, 


Scr kn a pi nr ete ten meat a 
Se ih cae 
iene 


— 


‘When 2 conyany mates » change inn estimate that fleets sever fete periods, sh 
‘as visig its estimate ofan ssets use life, the company reports na disclosure ne 
fect ofthat change onthe eurent year's income before extaondinary its, net income, 
and earings per share, That diselosare ist accestary for more routine changes such = 
‘ising estimates regarding uncolecibe accounts, anles the effect ofthe change sme. 

‘Atecent annual report of Natomelt, Inc. provides us an example. The company ope 
tesa mtionwide netark of equipment ntl lostons offering broad selection of exp 


‘nt primey tothe consraction and industrial segments ofthe equipment rental in 
Graphic 4-8 reproduces the disclosure ote tat deserted a change inthe useful ie wal 
resi values for sorta of its ental sct, 


Gonrmec 4-8 


Change in Estenate— 
NetonsRent Ine. 


‘As we divensed in a previous section, 4 change in depreciation amortization, or dap 
‘ion method is eonsiered a change in e=late eslling from & change in prncigle- Porta 
eon, we account For sich a change prospectively similar to the way we account fr ote 
‘hangs in estimate, One diference is tht most changes in estimate do not reir a comme 
any 1 justify te changs, However ths change io estimate exalt changing an ac- 
‘counting peincple and therefore requires a clear jusiicaton a 1 why the new theta 
‘referable. Illustntion 4-9 provides an example, 

‘Adislosure note repr the elec net income and eaenings per share along with lear 
Jusiicaton for changing deprecation methods, 


(CHANGE IN. REPORTING ENTITY 
Athind type of ehange—the change in reprtinemfity—invol ves the preparation of fis 
‘al statements or an gcounting entity her han the eay hat exe nthe previous pe 
‘ed For example if Company A acuved Company B during 2006, consolidated isan 


Tae te et pa sin ge gy. 


a 
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sare penerally fequited that combine the statements of the two companies 4 it 
‘vere using reporting en. The combina financial catements fr A and for 2006, 

én he cenparblc to the financial statements of the separate companies for 2005: 

‘hang in reporting emt reported by restating al jueviowsperie Financial Male~ A change rovortng 

‘ues resented foe compantive purposes as ithe new reporting entity existed in those pe erty ules that 

Hy incites words, nour example, Gc Financia talents are presented as fA and & fer tama of 
hen imine ih prior years. tn ation, inthe fst se of financial statements sued Pp, 

“isc discourse eure tat describes ihe nau oF the change, te wea- fonatede 
teceumed, a he effet of the change on net ince, Income before extraoinary 

Fein eld pr share amoumis forall perio prsere 


rection of Accounting Errors 


‘eeu when Hrangactons are either recorded incursoly not recorded at ll. We * LOR 
“lly discuss the crmetinm of rrrs heres a overview ae in later chapters the cn 
of tifet of ers a specific caper tpi, In ation, Chapter 20 provides con 
ine erage othe erretion of es. 
‘ecoenans employ various contol veanioms w cusure dat wansactions are a= 
or corey fr spite hs tory occur When errs do occur, they can aes ny 
ot er of he finaela statement elements om any he ancl serene acon 
rues Ie Tact, many kinds of exor simutaneousl fect more than one financial 
‘When ers ar discovered, they should be comet, 


"The nga eronens aural ent) reversed ad he apogee 
avi discovered In & Year subsequent to the year dhe ero fs made, accounting 


Companies mast 
Sidoee pet thre 
‘Srna fo (come 
beter any separately 
‘port heme) 
ch separately 
reper ie end (2) 


Tele t Acruntng a ration Sys 


{teatment depends on whether or nol th: ere is material with espet i its effect om the fe 
‘uncial statements. In pracice, the vst majority of erors are not material wn are, thers, 
simply corrected inthe year discovered, 


PRIOR PERIOD ADJUSTMENTS 
Ales its financial statements are publisied and distributed to shareholers, Rous Dis 
bution Company discovers an eer inthe statements. What docs ida? Material exces di 
‘cover alter the year the error is ae re ree. The cet ofthese errs onside 
tobe a prior periad aljstiman. A poe per adjustment refer o an adaion to o 
dotion i the beginning eine earns bale in a statement of shareholders equity fr 
‘atement of retained eaoings if thas preserted instead). 

‘When i discovered that te ending balance of retained earings in the period vio io be 
Aiscovery ofan eror wes incorrectas vest oF thal ero, the Balance ix comet. Bow 
ver, simply reporting acorscted amou might cause miswodertaaing For sca fie 
Jnr with the previously epered ameant Expicily reponing a pie period adastrien on 
‘ate of shareholders’ equity (or sumer of retained earings) avoids this confusion 

{In acliion to reporting the pice perod adjustment o retained eemings previous Yea 
financial statements that are incorrect a= osut ofthe epor ae retropectyely tested ty 
reflect the comection. Also, a diselosise acte communicates the impact of the exc ot 
‘income. 


Earnings per Share Disclosures 
‘As we dase in Chapter fen stment ws often nse amar inion 
ratios to wore lcety mks compass anon ciferent emma an ver tet 
the same company. Besides ishing import tionships tong Tne san 
‘tbls asa com diferent company az 

‘ne ofthe mow wel med an caning prsre (EPS), which shows he 
snoun' ef income eae by a cempan eapremed o's gr share bas Comps et 
toh cand ised EPS Banc EPS computed by diving incor: aval oc 
‘tnoa stockholders (net income less any preferred siock dividends) by the weighted-average 
‘umber ofconmon stares standing fr he eto, ile EP les he poral 
{sion that ol ca or compares ta hae cei secures ontanding tha acon 
_yertible into common shares or sinck options that could create additional common shazes if 
ihe opion were exec. These emt co case EPS odecwase (eecone ied) Be 
“wa th compleniy of clash porn of EFS nvr We SC 
‘hut parton of Cheaper 1 oh pi As pra. we aces oh hon ae 
tment pesraton of EPS, 

‘All corontins whos common slack spb rade mut oper EPS onthe af 
the income sacs Graphic &-3 om page 10, Peds Corpo dans tsb 
$e (62.80 205) an dite (32.76 n 30) EPS tn ts acne aero lee 
path 

‘When the income sutement includes one o both of the separately repre tems 
sar amount ae epored sopsely or bth income lore hse ers sa anc 
‘eles for both Gicotied operas nt extraeiny hemm: We sees demons 
In seat nce satcrets of Noble Insereatonal, LTD~ a fllscrvce pve fa 
lr! et weed aks ir theater. pty orden ln Grape 2. 
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Gare 4-9, 
PS Didone — 


Nob Internationa, 
tho. 


‘The Income Statement 
These signet rece fim county to county i the presentatim ae con- 
ent the income saternent 8 wells ine accountny methane Lease 

ine satement acon. Mayo the measucmet ifferences are highlighted inthe 

‘pe chapters that deal withthe specie sues For ecmph, erences fv veto 

enttement methods, iflerences ithe teatment af geil and ciferene=s the 

‘eth ised 2 value and deprectate propery and equipment are but thee of the re 

Wns bal practices ier widely. 

The ah ne many eiflerences nthe presentation an content of the income statement 

Hee ar jst 3 fen exams 

|. Petia he staemeat Fr eum e Ure ry 3} Wl he Gan ra 

tee lve runt 

2 Renoir ming 8 wmbe of cours fe the UA. ermarh aks eere i 

fet 3 era 

4. Therese Fert ats nd ass. sore oan eee eatin 2 

liste thence atone Hat ar ew de austen a aa 

‘Fea tects carsales the crane tater 3 
‘heres aus oe net of on area tects pence nay can Wma 
snot beeps exons 

«Themen of ange eset pele ere aie a change atoning P- 
the ested om atime so ened enn Unde TS, hare aon pe 
ewe aunt for reusecey erste i US GAY 


‘He pinout Construction Company bulls office buildings, Kalo owns and opernies INCOME 
‘hee ofl threnghout the Nentwest On September 2008, the company deeded SraTEMENT 
r 


Sowurion 


secniow) 


“The Riot Acourting a an Infarmation Ste 


2006, Income statement information fr 206 is provide below forthe wo compemnents ot 
‘he company. 


Sole revorae 
Operating expenses 

‘Other neome (oes 

come oss befor income axes 
Ircome tax exparae bane" 
Net income dss) 


Se acenreaniertrb sen ser ooetoatenan met aeog eee 
iota sapien toneslaorewice 

Inaukiio wo he revenues and expen of the construction and motel components, Lip 
incor experience a befre-tax loss of $20 ailion oi construction business from dam 
age to bling and equipment caused by volcanic activity a Mount St Helens. The cre 
‘wat considered unusual and infrequent. 
equited: 
Prepare a 2008 income statement forthe Lippineott Construction Company inching EPS 
iselowures. There were 100 milion shares comaren sek austin cg 206, 
"The company ha no potemil common shores oan 


Fer the Yoor Ended December 31, 2006 
(S milion, scxpt par aha smaunt) 


Sales revenue ss09 
Operating expenses “nen 
Operating income 40 
tier income 180 
Income fom continuing operations bela incre tas 

‘nd exreorinary fem 00 
Income tax expense $60 
Income rom cortnung operation belo'e extraordinary ie yaa 
‘Decertnves operation: 

{os fom operations af lecontinued mote component 

Inching loss on peal of $30), sao) 

comme tax banat ae 

Loss on discontinued operations 40) 
lesome before extract ean 1200 
Exvacrnary los fom volcan daage, nt of $8. tax benefit 120) 
Net income Sio8o 
Earnings pr share: 
Income ram contnuin operation befor extraccnay em sae 

‘Ducortinves operetions a 

rsraoranay ace ua 
Net income ie 


‘Nov that we have discussed! the presentation snd content of the income sttement, We 
‘oor eran the statement of cash Now 


=— 


THE STATEMENT OF CASH FLOWS: 


‘adi 10 thence statement a the balance sheet, statement of eh lows (SCE) 
Seesenial cunponeat vain ie set of baie aneal stements* Specially, when 
‘ula set and an income staeient are presen samen of eas flows required 
ficeah income salenent pei The fupose ofthe SCF sc provide inermaion aboot 
nee vets and cash bum fn enterprise th occured during a pris. Sis- 
{iw the income tse, it a change stlement, suromarizing the ramactions thet 
{axl ea io change daring 2 reporting period. The term cash refers o cash pls east 
‘guialem, Cash oquivalem, disused in Chapter 3. nclade highly tiga (easly 60- 
‘ened can vesiriats such Treva fll Chae 21 ts deve exchsvely the 
SCFAbnet overview i provided here. 


Usefulness of the Statement of Cash Flows 


‘Wedncasesthe dference bev cas an ccralaccouing i Cape L Hewas pied 
‘oc ea livarsted thst over ort periods of tine, operating ash ows may note ndiatve 
‘fe campanys longer cast generasig ity, thal 2-ran-ve et mcome provides 
“uno accurate prediction of fine operating cish owes. Nevertheless, information about 
‘aih dows fom openting activities, when combined wih infomation about ah flows a 
tthe scties ea pow infra hep iv assessing atte pda, Lu 
lenge solvency. Afterall company rst pa dots vith sas, not with income 

‘Orariguretporance che amount of cash gevetaed! nom opeeating mvs. the 
Jayna company must be able to generate postive cashflow ftom activities elated to 
ling product of service. These activities must provide te necessary cush wo py debs, 
‘nde iene wo sharers, aa pow or Rue 


Classifying Cash Flows 


‘Altofexsh ows is more meaningful investors saeco if they cam detnmine the 
‘pe of amacton hat gave ie 1 each cash flow Towar® his en. the staerent of cash 
fs clases all ansaetions affecting cash into one of three eae gore: (1) operating a 
‘Wes, investing ative, and (3) ancl activities, 


OPERATING ACTIVITIES 
‘Theiowe and cuts of anh dt el om atte ce i the income statement 
ts aed cash fs from operating ctv. nother Words this cnsifeation of 
bs inchids he elements of ec cone report er aca bas rather than a a 
ata? 
(Cash ifs nel cash received from: 
1 Casomers fom these of pools services. 
2, Interest and dividends from investments. 
“he anos ay hifr from ies and invextment neon repre the incase state 
Faroxample sales revenue measured onthe aceral bes wefecte even eames during 
yeah nt nesensarily the cash actly callesed Reverse wil aot equal cash calle 
sion ec vehles focuser or unearned saa changed during the pei 
‘Ca ouafiows iste ch pid fr: 
|, The purchase of inventor: 
2 Sues, wages, and oer eperacing expenses. 
3 iment on det 
44 teome txen, 


"ews fs eau ae Bec gn Bat ge 
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ay the direct mothe 
the cath effect of ech 
‘peratingsctiviy i 

ered Sect 


By the indirect method 
pecating acti fe 
Served indirect by 
Sting wih reper 
icone sad ald 
Ur sdbtscing toms 
‘Smver that acu So 
oh bet 


< 


‘eto of Aecouing aan fomaton Seen 


‘countries ako rule ether the presentation of 2 statement of cach ons 
‘ora sna statement based on fu lows for earaple. woring eat. The inten. 
‘ona rend, awever is moving foward the US. practice of requiring sh Now Matements | | 
155 rua statement of cash Rows | 


Likewise, dese mounts may dif frm the corespening accrual expense record 
the income statement. Expenses are reported when ineured, not necessary when ash #83 
‘wally pd for those expenses. Also, some evenves and expenses, ke deprecation expense 
don't fet cash at all x area’ reported inthe stteent of exh Howe 

‘The iference between the inflows you cuiflons i alle net cash flows from operating 
serves, Tiss equivaleat vo ne income ithe incor ttoment had been prepered ont 
‘ash asi ater than a aerual bas 


Direct and Indirect Methods of Reporting. Two gencrlly accepted formats canbe 
sed to report operating uetivites, the ditec method and he inet method, Under te 
rect method, the cash effet ofeach operating setvty i reported rely inthe stemen 
For example, cash received fram customers epored a the cash effect of sles activities 
Toone siatement transactions that have no cash Tow effect, such as depreciation ar sine 
ply not reported. 

Ty the indirect method, othe othe and, we ave at net cash ow from operating ve 
tivities indirectly by starig with eporied net tnconie and working bekwands fo conve 
‘thu sanownt wo eash basis, Two types of adlustment to net ieome are nceded. Fitch 
‘ponents of net income that donot fet cash ae reverted Tat means that nonce revere 
‘nd gains are sabraced, while roncash sxpenses and lowes ate sled, For example, dep 
ation expense does not ede cash, bu its sulraced inthe income talent. To revere 
this hen, we ad back deprecation expense to net ioe to get back othe amount tat We 
‘would ave had if depresiation had not been subtacted, 

‘Second, we make adjasvents or charges in ase and bis during the period 
Indicate tht amounts included as components of met incorne a Ho the wae ash oye 
fir those components. Forinstace,supjone uceoum receivable increases Caring the period 
‘because cash cullected from cusiomers fess thin sles revenc. This increase in accour 
‘eivable would ten be subtracted foi net income to attve ak cath flow fw opening 
‘aint. In the rcinet met, post adj astentso net income ate made for decresss 
‘related assets ar increases in elt lables, while mepaiveacjusments ae made ot 
increases in those assets amd decreases hose Habiites. 

To contrast the dines and indice mraods further consider the exaeope in lustre 
+0. 


Direct Method. Let's hegin with the dec method of presentation, We ilsraed ii 
‘metho previously in Chaser 2 nhat cape, specific cash tasactons Were provided and 
‘ye simply inchs theo in he appropriate cash flow eatagory inthe SCE. Here, we start 
‘with account balances, so th cree mete vequite «bit more reasoning, 

"Fromm te Income teen we ce thal ALC*s net income hss fo com ponents, Three 
those—service revenue, administrative capensen, and income tax expense ales cat 
flows, hu ot by the accrual amounts ror io the Ince statement One componct— 
‘Seprecialon— reduces net income bata cash: simply an allocation over te Of 
year's expenditure fora depreciable asset. 5 repo these operating activities ana 2X 
Dua rather than an accrual asis, We tke the dhe iter al affect cash and adj! 
moot oeflct cashflow rather than even ears cash outflows rather ha 
Pensesincured. Ler start with service revenue. 


= 


‘Minton Lawn Care (ALC) begnnoparatons at be begining of 2006 ALC 2004 income 
[Rnemwnt and is yeas ond slate sheet ste shou Belo housandh 


ARLINGTON LAWN CARE 
Income Statement 
For the Yer Ended December 2), 2006 


Serve yee ‘590 
parang ovpancs: 
“Reman we 
Deprecaie an 
‘otal opesting xnerate 0 
Inco lor nso anes 0 
Income tax axoones 45 
ARLINGTON LAWN CARE 
Balance Sheet 
‘At December 34,2006 
sets Lites and Shareholder? Equity 
‘corer ate: curve latter 
Gon “Accounts payable" s7 
‘counts recivable Income tones payable = 
“eal euront oie Total crane tables 2 
tonert Shorenlcors eat 
let Accmsated deprecinton Common since 50 
Togas Rotana ssinge = 
“ote insite and 
"crholde wety 
Resear 


“sllwedw date only 378,00) ofthe armen earned 
Emir, admunistntive expenses of $32, were incr bt $7.00 of tat hasn't yet 
ud because tecounts payable neeased by $7,000. Tat mean sash paid thus far for 
re expenses was only $25,000, The ether expense, Income an, was $15.0 at 
amount hy which come kes payable increase so to cash has yot bea pad oe 
ates 
aa report ALC's cash lows from perating Hcvies sing the dest method as 


ARUNGTON LAWN CARE. 
‘Statement of Cash Hows E 
For the Year Ended December 39,2006, 
(S nthousenes) 
‘Cah Flows from Operating Activites 
“Ces recsies hom cases” 78 
(io pad er acminate expences! cc) 
ca ows om operating actives Est 
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uusrmanon 4-10 
Contrasting the 
(Groce ae nce 
Methose of 

Cash 
ows om Operating 


Rone 
rca 
eae 


“The Hel of Acoiing at an formation Ste 


Indirect Method. To report operating cash flows wsing the inect method, we take ® 
diferent approach. We start with ALC's et mconte but realiae hat the $35,000 incase 
both cash and noncash components. We need to adjust net income, den, 10 eliminate the 
‘oncash eects so that we've left wit oly the ea lows. We star by eiinating the oly 
‘ona component of bet income in our ustation depreciation expense. Deprsiticn of 
8,000 was subuscted inthe income sisement, 0 We simply ad it back int eliminate 

‘That eves ut withthe thes components that do affect cash but wot by the amouns 
porte. For those, we nocd to make adjusimenis fo net income 10 cause it to weiet ca 
‘lows tater than wecrual amounts. For wstanc, we scaler that only $78,000 cash was 
received from customers even though $90,000 revenue ie refleced i net income, That 
‘means we need 1 inlade an sjustmen reduce net income by $12.0 the increase i a= 
outs receivable na similar manner, ve melude adjustments forthe changes in accounts 
‘ayable and income tes payable to cause net income to reflect cash payments rather ha 
expenses incurred. Because more was strated nthe income sateen for thee (90 eX 
enses than ch pai We need to ad back the dfferences—ahe increases he lables 
For hese expenses. Note that ithese ilies had dereasad, we would have subtricta, 
rather han added, the changes. 

‘Cash flows fon operating sti using the indirect method ae sown in lustation 
+108, 


Both te diret and the indirect mehor'sprotuce the sme net eash flows from opening 
activites; they are merely alternative approaches o reporting the cash flows, The FASE. 
‘SPS 95, state is preference for the dict method. However, while both methods are wel 
{practice the indirect method is used much more frequent. 

‘The choice of presentation method fe cashflow from operating scvitis has wo est 
‘on how investing activities and financing activities are epaned. We ra look t how cash 
lows ae classified into those two categories 


INVESTING ACTIVITIES 
‘Cash lows from investing ative Include inflows and outflows of cash related othe a= 
guistion and disposition of fons-term esses used in the operations if tc business (suchas 
‘propery, plant and equipment) a invesinent nse (excep thon cassie as cash equy- 
‘lenis, The purchase aod sale f inventecics ce not conideted inventing activities ved 
toric ie purchase fr the purpose of beigg sold ax pat af the company's operations. 
hie purehese pnd sae ne ineluded with operating ues ater than investing activites 

‘Cash outflows om investing activites include ash pa ore 

1. The purchase of hng-term asses wd inthe business, 

2 The purehise of investment uecurtes ike stocks and bonds of other entities other 

‘han thor clasified as cash equvslets), 
3. Loans to other ents, 


= 
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ate, when the asets are dapoved of cash inflow from he sale ofthe ase (or cole 
or ofan an ite) aso fs epored as cash ows fom avesting actives. AS ares, 
‘ath lows from these unsatons ate coondered investing aes: 


1. Thesale of long-term assets wed inthe bane 

2 These of sventment secre othr then cash equivalents) 

4, The alleen ofa noc raivabl (eseladig the coleton of ime, wich is 
anopealing activity) 


Net eash or rm venting rive eprexens the dicrace betcen the inflow and 
satis. The nly investing atvity ince in Isrts 4-10 y ALC vesnent oF 
40.00 eh fr equipment 


[FINANCING ACTIVES 
Fnascng utiles relate wo the exieral financing ofthe company, Cah flows occur 
hon cash shorted fom exedory or ivested by owocrs Cash outlows occur when 
{ahs paid bak wo etry or distributed to owoer: The payment of ners oa credo, 
Roncier elas sea operating tty 

‘Cah infnws nude es received fr 

1, wer when sates are sol to them, 

2 Croton when car some roy noes Loans morgage ad md 


huts acid cash pit 


1. Ones in he foem of dividends o ther distribations 

1 Owners foe the reacgpisition of shares previowsy si 

3. Craton as repayment ofthe piipal aooune of et excluding wade payables 
that ete wo epeeating actvives) 


a as ows fro maecingaetvies se dflerene between toe inflows an eat 


‘ws The only Financing atv nical i uation 41038 ALC roeip of S000 
‘ait fom suing common sick. 


NONCASH INVESTING AND FINANCING ACTIVITES 
Iver fot ceed he stench es poisson abou! n= Sgpten veing 
techs md tcng wcivaee tit ora Rengupt Een eupe prioas "tent 
‘pres in cash inflows and cash oufows, there may be sipnificantjavesting and financing YoroeeNer— TS 
eallhederial ele ter) geal os quale gaia ge 
foe ssertor natn sou eve elon SCF hows paint need 
fe taiery iirc grad accep Soc niin 

Septem nimi ait arn eterno oe pe rey 
Fetes sfuacing ming Tome ence cis ep eter tragic 
Someones 

ater of tana hws pod in ing atm 
Ee 


in Eateries, ne (DED ow chan of etal elecnics sores locate in shopping 


188 SECTION) The oles Azeunting san blermon Spon 
Osersting exreres: 
Soling and saminiatve $385 
Depreciation co 
Total operating onpondoe 410 
Income before income sates 20 
Income at exporae % 
Ne income hie 
‘Comparative Balance Sheets jesves _s/svos 
Assets: 
ach $ 300 5 20 
“Accounts recenabe nat Br 240 
twenty 10 0 
Proper plant & equipment 50 800 
Lee Accumulated doprecation (03) 20) 
Total aces Bae Fie 
LUsbltties and shareholders! uit: 
‘Accourte payable sus S10 
Payables or tellng and adn. expenses var wm 
cs 30 
0 02 
Ps eo 
2 20 
Hae Risso 


Prepare DET's 2006 statement of eas lows using the iret rete. 
2 Prepare the cashflows from peratins avis section cf E's 2006 staement of cast 
ows sing the iadieet tho 


Sotumion 1) Prepare DEI's 2006 ratement of easy ows using the dst method. 
DUBLIN ENTERPRISES, INC. 
‘Statement of Cah Flows 
For the Yeor Ended December 31,2008 
(Sinritors) 


Cash Flows from Operating Activ 
‘Callectios fro customers s13 
Purchase a ventory” (az) 
Payment of selling and adnsistaivewxpemes? 78) 
Payment of ncome taxes" ‘33 

Net cash fons rom operating stiien on 

Cash Flows fom Investing Action 

Purchase of roery plat anc eprint 60 

‘Cath Flows from Financing Actvitios 
Tesusnce of common sock i 
Payment an gam cab 609) 

Net eth fom ram financing actives 

‘Netincene in ch 

Cast Jaary | 

Cash, December 34 
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‘Semen of Cash Flows 
For the Yur Ended Dacor 3, 2008 
‘Shmitond 
lms rom Operating Actives 
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|, How would you expain restructuring costs to Becky? Ae they necessarily» negative? 
In 1) Rexruturng eos Incide employee severance ard termination Denes lus 
Dther eos soled withthe shutdown or tocar of flies or dowsing of pera 
am Its not ces bat at the objective to moe operation mor Teen. The 
‘ext re ineated now in hopes of betes earings te Pir to 2008, whe 3 ompany r= 
Srutored ts operation, estate the ute csts sealed with the estactuting ahd 
‘yperse the rst the pv i whi the dekion te restructure was made. A oe 
ting Wabi ws recorded Later expenditures were chard gait this Hat 2 they 
ested. 

2 addon to dseamtiued operations what other evens sometimes are reported sepo- 
‘ey inthe come statement that you might te Becky about? Why are these tems = 
artes separately? (158) adit ts dseontnued operations extraoranay ters also 
$e oporte Separate in he lcomestaternent when they ae present. The predictive i= 
‘trot en nome statement signfcantyenbance neal ans recur eansietons re 
‘srt rom uml and anrecarrent iter The incre statement a histeria ep, 
Ssimaraing the mast recent proftegeneatingactiaibes ofa company The information in 
‘he stent wef fe am help usr ret the Fuse Toward this ed uses should 
temade swore of evens reported nthe nea statemen’ tha are tly oer again 
tne oeseabe utre. 

4 plain Becky what is meant by discontinued operations and desert to her ow one 
‘teprted in an income statement. (17) Adsecndrued operation occurs when @ 

{ompary deids to dscontue a sesarate component A vomgament ofan entity comprises 

pert and cash Hows tha ean be ceatly distinguish peratnaly ad for financial 

‘ert purpoas, rom the rest the ety The reo a feet of scrtied oper 

Uns seperate reported below Ineane fr contin aperatons I te component has 

en ose of by the en of the reporting period the income effets nce: 1 income 

a rom operations uf teased campane om te begining of the reporting 

fra hgh the digs dat art 2) gain o ks on spn ofthe cmponent’s ass 

"the component has not been deposed Of by the end of ne reparing peri, the ince 

sets inuse (come ot a ro operation ofthe scontnued component fom the 

egicieg of re repeting pio tough ee end the mooring prada 2 an pal 

‘met the fa valve mens cx oe ofthe component's nets ke tan thet eat 

‘my amount (bok value 
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1. The FASH's Concept Sistem 6 define the tem comprehensive income the change 

Inequliy fom nonowne transactions. Ths caleulation oF ne income, However exces 
‘ceri ransdtions that are include in comprehensive ince. To covey dhe relation: 
ship beewzen the two mesures, cou panies mn prt beth net income und sump 

‘ive income und seconcile the differonce between the iW. The presenti con be (a) 

‘nc us an extension w the incone statement, () reported (exactly the same way) at 

4 separae sttement of comprehensive income of (6) elie in Ihe aterm 

‘anges shareholders” equity. 

‘The components of income fom cotnuing operations ate revenues, expenses inlad- 

{ng focome axes, guns, and losses, excluding thse elated to dscomtin operation 

snd eataonsinary items. Companies often distinguish between operating a mone 

‘ing income within conning ope ation, 

3, The ler enrmings quate refers to the ality of reported earnings income} to predicts 
company’s fire earings The relevanee of aay hisiorcu-based financial statement 
hinges on ls preietve vale. To eanance pradicte Value, analyst try to sepa t 

‘eampany’s transitory earnings ete rem ts permanent earning. Many bee 
‘manipulating income feces earns quality Became ican mask permanent earings 
Two major metheds used by mansaer o minipulte earings oe 1) Income siting 
and @) income statemenc clasifiston, 

4. Analyt begin thir assessment of permanent earings with income from cootnwing pe 
tions, I would be a mistake Yo ssume income frm cOdtinuing operations sees 
permanent carvings entirely. Inter worus, there may be sity carnings effects 
‘ted in bo eperatng ad nanoprating income. 

5. A discominaed operation refers othe disposal ofa planned disposal of a component ct 
the entity. component of an entity comprines operations aad cash Dows that came 

‘larly distinguished, operationally snd fer financial reporting purposes, from the rex ce 

the company. The ne-oF-tax eflees of deontnwed operations are repaately repo 

Inelow income fron contig operations, 

‘Exaondinary items are material gains an loses that are both unusual innate ae ine 

‘reqoentin occurrence. The net-f-ss effect of extrannlinary sem are presented the 

income salemen! below csconinie operas, if ay, 

7. Mont voluntary changes in secowicing principles ae reported retrospectively. This 
‘meus revising all previous perio.” ioancialstaements to sppear a3 ifthe newly 
‘doped accounting method had teen appli all along. Some changes are reported 
prospectively. Those include: (a changes nthe met ef epreiaton amet tho, 
‘epleton, b) yore changes in pep fx which retrompectve appleation Ie impract 
cable, and (e) «few changes for which an authoctative pronouncement rie 
prospective application. 

A Achangeinaccomnting estimate istvated coently an pompectvely, ober tan by 
“astng rior year” Financial sateen vo coret the estimate Ir oiher word, the ns 
extmate merely is used foe that pone on. Most errors ae discovered inthe sme year 
thal they ate made. These eros are simple to corec. However, malenalerors inca 
‘fed ina yeur subsequent 1 the year the em was made ne consilee pris psa ab 
stents, The cometion of the eros secomte for by restating pot year ancl 
Sates, casing an adjustment tesaning Of pei retained earings. 

9, Faings per shave (EPS) is tho umount of incon achieves daring a perio expressed 
[er share of common sock outstanding. The EPS must be disclosed for income fo 
oatinuing operation and for each som below contig operations, 

10, When a company provides 2 set of Financial statements dat reper bth financial pos 
Vion and fesuls of operations, tlement of ea liws i repeted foreach period fer. 
hich results of penitons are provided. The purpose of the statment iso pide 
formation abour the cash ecpts ar cash disbursements tat occas darn the pia 

11, Toenhance the usefulness of tie information, the statement of cash flows classe 
transactions affecting eas into one of the eateries: (1) operating activites, (2) 
eating actives, or (3) financing acivities, 
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Fcompany forthe ognized nthe pein which the rele even ate 
pero "Why is the ting of revenue recog 0 important? An income statement shou re: 
peo he results of operation ols fr the ve poi speciid in the report. Tht na ene 
‘ear income saement should report the company's accomplishments aad racine 
{teyeauss and espns) ony forth one-yer pei! Reve econ eb belpen 
‘re that «proper coe s mad each pl i that no more tan ae Years atv we 
Dove in the aul income satereat Revenesrelect postive flows from acti 
‘ctv iht gener ash lows BY comparing thos ct levels pret pero act 
an beter ass ftureactivitos ad hs tre cash lows 
‘Our objective, then, i 10 resghize revere in the pera periods thi the revere 
sencaing stiles ofthe company are performed. But we aso ft conser that 
ing evemve presimes haan ase (usa cash) has ees rscivad or wil be resid 
exchange forte ods or erices sold. Our Jadgment athe elect f theca 
from te al produto service wil tecloe, rps the Hing of even Yeon 
ton. These two concep petomance = ollcity ee capture bythe penal ade 
lines Fr revenue reson inthe yaad principe: 
101 "The ralizaton prinlple requires he wo crab sted before revenue can be w= 
guid recon 
1. The cain ross jag 1 be comple or vialy complete ihe earnings 
rece refers othe att” ac ies performed by the company to generate 
‘venue 

2 Thor reasonable etany an a esletiy of he asst be received 
(asl ea). 

“The st crteion indicates that reve i sesgirad at plain time a oF near he ed 
of he earings process. We rometines ecoume situations when sty edfering to th 
“siterion woul vile eur overtiding objective of recognizing revenue in he psiod x pe 
‘ds hat he revenue -enerng stv of he company as performed. Ler inthis hap 
fer ve isu sutons when revenae is ecognined one eer than ato particu 
poor intime. 

Even wih this eden, revere eyo contin 
to be conyers ine, Foristncs, Former SEC Chat 
‘man Anhur Levit ntfied revenue resognton go popu 
Jar way for sompanies to manage thir emings, rai 


Pret Premat # tion reduces the quality of 1 
career | remns eemie cnn recs th qu of 
smgpritenrdics the pore caring, parca I the fvenoes rover ales 


semuciopet_ oe tay i sue tare atone mooi cea 
fred i ve eargs puna uae coca ct 
Sireting cape ‘erenue Thecus of rupy rene Depa lest 
fine camps tsar 20, conpeny ced 
STE woul ng arse ee at 
tes of cal 200, Ivo were ey red he 
teen ing ove alge ti coon acy 
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ded sales by doubling shipments to wholesale cus- 
tomers atthe ed of ie git Tn the wordy ened ol 
‘owing the announeed rsisement, the company's tock 
‘rice dropped over 205 in vale! 

‘Sept of fe eracksowr on earnings management the 
98 ‘SEC thued Suff Accouning Bulletin No, 101, semana 
ete eet fing the SEC's Views on revenue, The Ballein provides 
"3 ‘anal criteria Tijd ag wheter rot the relia 


eset ‘on prineiple is satiatiec: 
coe 1. Persuasive evidence of om arangemiet exis 


2 Delivery has occured or servicas hace been 
fendered 

|, The aller’ price wo she buyers fixed or determina 

4 Calley i reasonably sured 


1h ado yo these four cites, 40 107 also poses yurber of revenue recgrition 

‘tng th each of the eeia. Phe questions provide the ucts of the scemaio ard 

"SEC fers ir interpretive respon ‘These repos an supporting explanations 

aidan t companies with similar revenue recognition issues. For example, the 
sng. queen telaes wo the delivery and pesforzanee itera 


Campy Aceves prin eres or procs masta Ath on-off hcl gee 
Soe yt yee eal oe dey thei arin mons. Thbe estos eI 
"et kd ck aaa pce er emer, vig moe ha SU ER) 

‘ier der shoe eee incase’ pon ween 
Company Astin vn ral of prem as cp act 


“How would you aes these questions? The SEC's response fs generally. na Mlieves 
dsivry aera not conedered io have occured unless te customer has tae ile 
sme the isk and rewards of ownership ofthe spesifie products in the susomers 

onder or sales apremest. Typically this cceur whe dt is delves 4 the 
mowers delivery ste" 

“fooafer SAB No, 107 was sve, any companies changed their event recognition 
mont cases the changes resuies in a defers venus recognition. Asa case 
somsider the change made by Brown & Sharpe Manufacturing Compan, a 

nce mealogy ries deste ins din espa 
oe 


shat av haan i BAB De 


= 


Se stat ecounting 
‘Sita a 1 
Proves general aed 
ee yuies for 
‘ere econ 


Wie reman aly 
aap pai aie 
‘hen recomend at 
‘Se specie pom a 
‘Se nen bos 
‘revenue resogition 


‘The Prechion Parts Corporation manufactures automobile pars. The company has r= 
pred apt every yar since the compsmys ception 1380. Management prides 
self on this compliment and belees ore important contnbuting Tate he 
‘company’s incentive pin that revards top management a bonus equal to a perentage 
‘of operating income iF the operating incor goa ir the year achive. Haws, 2208 
his then 8 tough ya and prospects or ating the lncame goa forthe yer ate Leak 

Tony Smith the csmmy’ chi financial aes, has determined 3 way to increase De- 
‘conber sks fy an amu sent o Boost operating inom ever the goa or the Ye 
and ear bomases far ll Top menagement. A repuable customer ordered $120.000 oF parts 
'w be ipped an January 15,2007, ory told the rst oF top management “I knoe we or 
ttt oder wendy ty December 31 even though wil requive sme production line ove 
time. We ean then Jus eave the ore on the Kang dock unt shipment 1 see oti 
‘wrong wih ecogiing the sale e 2006, since the pars wll have been mantfactted re 
vee da fave fir order fm a vepuae customer” The compemy’s normal procedure if 
Ship gos a. destination and fo roan sales reyerue when the ctomer ec the 
pas. 


{in requiring cstomer acceptance ak par of the agreement even recognition is delayed 
ui this part the earings proces is completed. Many ofthe changes in revenue recs 
tlilon companies made jn response wo SAH No, 107 ae rolated Ww service even, Wee 
cs some of the ltr inte chap 

‘The central scuc in mest decisions concerning when to record veven is jing whee 
the earings proces is substamaly espe aki whether itis reasonably certain that ade 
‘erminable sapount of cash’ collab Seynetimes this decision is saighforward a Whee 
Intel Corporation sells Dal Inc. a eroprecesor. Other times, though, consideration tas 
‘ne piven to whether (a) acusiomer in «risky transection wil ecuelly pay (b) acta: 
will exercise its ight Yo return a purchased prot, (cs eaxonable wit veveral yea 
tw recognize rvenve ona long-term proyecto) aber atypical saions should jy a 
tering the timing of reverme recoprtion, We'll discus these vations onthe timing des 
som in Pat of this chapter. Fist, thouah, i might be helpful W look atthe overview of 
‘vacations provided in Graphic $2 

In January 2002, the FASE disteminsted a proposal fora new project addressing evens 
recognition,’ The board is partnering with te Intemational Actouring Stardarcl Bead 
develop a comprehensive Natementon revenue recopaition tate concepally based 
framed in terms of principes. Al the Give this text was published, no em pronosnosrets 
Jha yet reste fro the pec. 


Completion of the Earnings Process within a Single 
Reporting Period 


WHEN COLLECTIBILITY 1S REASONABLY CERTAIN 
‘Consider the timing of revenue recognition Fo a typical manufacturing company tha sell 
At products on ret. Usually the buyer is given a eng of ime, say 30 days py fore 
oods aie they have been delivered. Graphic 5-8 shows several alternative points in He 
‘during the earnings process hat cowl be cuosidered the crt event for revenue recon 
tion lt shoul be pointed out tat reyeous actly i earned hrowehout the earings pre 
‘The teal event isthe point in time when the realization principle is satsied.” 


Sages ean Poth ato hm YASA A pit l 
‘hte i ota em nn eb dn pa 


‘neta ean ns, 


‘mesnigtal to 


%?-% % % 3% Se: 


Newride Production Preduction Production Product Cash 
Prdused “begine” Sinprocne "amt desvered! —colceed 


‘hac dlivery date oars whe eae the goo sss fr seller o Payer 
ova cher om the date te product is hippo om se vl facility oc when the 
sly ae ceive ty the buyer depend on he fers othe sles areement, the 


—_ 


> 
“Th ae of cng ta eke yar 


ls tipo ie om oa) siping pn ten le ie othe goods hans 
Fens athe ro hime when he see dives he goo the orn ea 
example, wucking company) and th porate rxpons fo shippng Sows ad a | 
inane. One ter an te sess ae ship fn dein, te sl i repens 
Se shiping aes ile des not psn a the goods ve at th stones een 

{Lav cosier the date production ds At hat ft mg esd ht thc ergs 
proces virally compl, Afterall the majority he cn tat me expen 
generate evenie have Been incur. The prot has Ben proce and th ei 
tasks arto el the prc cals ie as 

However, at thin point there usually sists significsm uncertainty as to the eollectibility of 
the se onesie. We donno the pres wl be ldo teeing pose he 
Inger irevennall so. Beene of these ends, evens rcopntion mally 
lay the ot of frou delve. A tat point we Know he ps as Ben sl 
the pie and the buyer The only emewning unesean iavoies he mie cash coe 
‘too which tally can be account fr by estimating an ecrng allows expos 
Dleretn oth roct ad foruncoletibsty of the cnh that, bd de Bath of 

match ace tn in Chapter 7. As ne diese nthe next scton sign nce 
tiny a pr of pct every cate weir clay or producer cue 
‘say n revenue econ 

In won, tthe poi of delivery og ew the pods wanderer ale 
iment of he cant tween jer sn ele—prodtt diver 0m fled on 
Cheng process nosy vneally sop, 

‘Sometimes, es agement ries ato, portant pcermance spo heer 
formed by the ir. nth cate, ering proces twa comple un os 
steps are perfored.Groptic 5-1 on peas 215 lost station where te ela, 

4 Shape clas evens eogniton Devons eer of machines ut te pererarer 
ihe machines hs bon acco y the yer, Case accepane a ingria pat 
the apeement tween bgt an wll i 

Service even tific freon tit inte ere i ome lat a 
is decmes tcl the eanings pes: ln ice, levee and css are dere 
Ail this final activity has been peeformed, For example, a moving company will pack, load, 
teaspratd delverhoseba goa ora xn fe. Aoogh poking. oan. 
poring ai ae porn: tothe curing prem delivery the cminang cen of ea 
Ings proces So, the ene service fee rocgnied ab oven afc te goods hae 
delivered Fed ecopizes revenue os manner The Companys Saar 
ant Accounting Polos ciclo no mise that "Reve copncel spon 
fy of shipments” As wit th ale oc etme of uncle out aa 
tad for sec even prvi ts cntomers on te as. 

‘United Alfie end ther major aime) provise ante example, Do you eer 
wiles to your eee fer rleage pram hy securing mls with a Sit ad 
ligstitce poe service? For tops yan ose a meen ode 
cme equet yer leon United Aine er ser $1 charged on the card, Orit you 
MCthng-stence, you can cam on mi for every 81 nang tne charge Wc 
sceulte enous mes ou cam ice Might om Untied Ciba and CL ea 
Wate Anes forthe eqn iver mst eves st cose Sr when rs Ue 
lines ecgtiereven forthe mis ries ens of Cian sad MCT? 

atl rece, United eogniarey-naemhiles were 8 Bt nied a 
selling a pest ies? Nits gov ing weir by Ong est of Chbank 
Met the SECs SuAccnsng Buln a. 107, cused eater wotvaed Und 
change its revenue recognition pty fr the ale of mileage. Grape chow ds 
sore escbing change in palsy 

‘Unie is recaps poton if ene" grote signifcat portion) wea te 
oa tial avi tak ples, spelen the rasan pone: Whe 
Spicy enone, the nondtercd orton othe reveme recipi eat 
‘de wih ag offi. the ests fainting the program 
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IFCANT UNCERTAINTY OF COLLECTIBILITY 

ng reveaue ata pesifc pot aime a Jesctbe the previous seston assumes 

ae ale lo make reasonable exits of amounts due toe eostomers that potentially 

"Se mcolectibie. For product sale, thisalho chides amoanis not collectible du 

et etching the reacts they purchased. Odiswise. ve would violate one ofthe re- 

othe reeenie realeation prscple we dncure! cacy thal there must be 

cry a othe collect cf eat fon the cuore. NOW. dn hs section, we 

few siuatons when uncecnies coud cause delay tn ecopniaing rene from 

cof sult or service One sich sition acasinaly occurs when prac (ase 
sre den a nstiment Pa. 


Salas. Customers somesimes oe allowed poy for parehaes 
vero poo ote. Many are etal stores or instance, sch ax Ses and 

“HE: Peaney sal cen products on an installment pan. incteaing the length of time a= 
ee payment usually ieee te mevtabie uncertainty about wheter the soe set 

a cols receive, she uncertainty suficiat na rstallent sale 0 cause Sears 
iyrecoizng revene ad related expenses beyond de oi of se? Usually, i's not 
Iostations, the increased uncertity concerning the collection of eash fro in- 
sles an bs aevoramodated atfectorly by eximating uscellectible amounts. If, 


‘he installment sale creates significant wicertaity comceming cash collection, 
posse a reawoahle assessment of futue bad deb then revenbe and expense 
shoul be delayed, For example el este ses ofen ate ma onan itll- 

is vith relatively wall wn payment ar oye period pep 25 years 
"These payment characterises, combined withthe general speculative nature of 

of hse vansactons, may translate Ino significant weeny concerning the cl- 


lot of the stale receivable I fac, SFAS No. 5 requses that the installment 
‘nthod (sewsc belo) be apie a eta Tan sale at met certain era 
xtreme uncertainty exist regarding the ulliace cllectiility of eat, we delay 


properties throgghout the 
‘Sales and develops and els fond for residensl, commercial. nd other wes. 
5-5 shows the company’s revenue ecognion disclosure net ince with ecm 
acl tatement. The mote nics tha he pelea etd sto fecagnze rey 

poe delivery fll accrual method), bt vt incerta ireomstances, one ese THO 
re methols could be used. 


tales method. To de! withthe uncomainty of collection, the installment 

recognizes revenue and cos only when ca pay meas are received, Fach 
cite asuinel tote caxnpgs of two components (1) partial recovery ofthe eet of 
sald and (2) a gross profit component. These components ate determined by tie 
at peceatge applicable to the sale. Fox example ifthe poms wot percentage 


pa 


8 secvow 


Guar 55 
Dione of Reverne 
Recognition Pokey 
Rovee Company 


(qr profit sales pce) 40%, then 60% of each dollar collected represents ost oF 
of and the remaining 40% i ross pi. Consider the example in iutaton 5-1 


“The gross profit of $240,000 ($800,000 ~ 360,000) represents 30% of the sales ri 
($240,000 ~ $800,000) The eolection of cash and the recogaiton of gros rot under 
Installment wethod are summaried hei, We ignore the collection of interest charges a 
the reengaition of interes revere comceneate on the collection of the $800,000 silt 
Price sal dhe recon of grok pri un these, 

Date Cash Collected _Cont Recovery 70%) __ Gross Profit (0%) 
Now 1, 2006 '$200000 514,000 

Now 12007 200.900, “40.00 

New 1, 2008 200,000, 140,000 

how 1, 2008 200,009 140,00 

Tote ‘200,000 $360,000 


‘This strates thar the gross profit rseognind ina period wil be equal othe gros rit 
percentage multiplied by the periad’s cast collection, The following joumal entree 
Fecorded interest charges gate) 


‘The frat entry revo the istallne eceivable and the reduction of inventory. The 
‘erence beoween the $800,000 selling price and the $860,000 gost of wales represen 
ross profit om the sale of $240.00, A willbe resopnized only a collections are made 
's recorded in an account called eferted gs prac This ia coma acco tothe 
‘ment receivable Iwill heeded sem a the payment are revelved 


“et esa de te iia moa 


‘Tie ateond set of ents recon he clon ofthe fs insallment ad recognizes the 
spot component of the past, $64,000 Journal stres 1 recon the remains 
‘regent are et 

‘ete end of 2008, he alance sheet would repr the Flowing: 


Ireeament ocohables 400.000 
ate Doro rose profit (20.000) 
beatae cele (nt 


‘Tenet amount ofthe seeivable reflects the perio of th: vesnaising payment rp 
seen cost eeovery (70% % $6000}. The instalment receivables ae elasified a cr 
“eras ihe willbe cole within one year (or with he company operating eee, 
“The ocorwise, they are sified ay noncurent ass 

“Tm moe seen fe AM wok rept & gros ft fom Matalient alex of 
00, Sales und eos of goods sold usally are not repre i he income statement, just 
Sesuliag poss prot BOLI nsallinent sales are sigs the 200 jncome statement 
thus would report sak of $200,090 costo gos sok of $140,000, 


Cont recovery method. In situations where thee is an tema high degree of mncer- 
tua the ulate cah collection on an instalment sale an even more conse 
seemroach, the cost recovery method, ca be used, Ths mend defers all ros protic 
espn und he cos ofthe te sold has bem recovers The prom profi ecpien 


May counties flaw the US. pracice of reogniing revenue on talent sales at 
lest, ues the ntaliment ale erates asus whee thete ®t = 
erin canceming cash alton, n which ee reese and expense reoanitin are 
Haye. Tet re, howe, some courses where acco in pcre dat ier= 

este betace instanced thc dit ses 


——— 


‘ross proie 
Feogrition cot 


‘Theol f Aerating ta infomation Sam 


fitter applying the cost reovery meshod to the Belmont Corporation station used ia I= 
Tustrtion 5-1 js shown below. 


Date Cash Collected owt Recovery Gross Prot 
Now 2006 ‘sa00.000 ‘$220.00 ra 
Now 1, 2007 "00,000 "20,000 eu 
Now 1, 2008 200,000, Yea.0 40.000 
Now 1, 2007 00,000 os 200,000 
Tote $100,000 $520.00 $20,000 


‘The joural entries using this method ae similar to those by the installment sales metho 
eeepc that $4000 in gross profits recognizes in 2008 and $200,000) 9 2008, 


‘Roatwright Implement, In, manufactutes and sells Faw machinery: For most fi sey 
even and eos of sales are recognize at a livery dae, Kp 2006, is coon bake 
to a new customer for $100,000. The ost of the machinery Was $60,000, Payment wal be 
‘made in five annual installments of $20.00 each, withthe fist payment duc i 20k, 
‘outwright usually does not alow its customces to pay in instalment, Dae a the unl 
sure ofthe payment rms and tbe woeecaimty a eolecion ofthe installment payne, 
‘etwright is considering alternative mcthods of recogniring profit om this sale, 


Requires 
Ignoring intrest charges, prepare a table showing the 2s profit to be recognize fom 
200e through 2010 on the Sale wing th following tree meth: 

1. Point of delivery revenereemgnitin, 

2 The inwtalient ses method 

3. The cos recovery method. 


COPTER Icom Mennramant sod ratty Anas 


Inetatment Sloe eto Souron 
Point of Delivery “140% s eah election) _ Cost Recovery Method 
$000 res 
‘000 a 
‘3000 ~ 
000 0% 
000 mace 
Hn000 30.000 


ftght of Return. Reser wsly give thoi customer: th ight wo tum merchandise 103 


‘i revenacs and expenses can be aypropiatey roenpnized a point of delivery. Besed om 
faslexpenence, company usually can estate the returns hal wl result fra given vol 
eet talen, These enti re daedw seduce bts sales sd cast of goods sod in amici 
ton of returns. The purpoe nf the etimates into evs overtaling gros profit the 
[evita and understating gross profit im the period of verurn, The speifie accountng 
{tenet fr sak reunsi Tusratd In Chapter n conjanction with iscussing dhe vale 
ao account rece able 

cnt he ret of mercaise can retroactively nepae the Peni of having made 
‘holler mat met erin criteriaDelorerevenbe Is ecapriga i sao When the 
(abit return ens Then ciel of hese criteria thot thelr mat beable tome 
‘ebb estes of fare ers Tn cea sitions. these ers are not sie tthe 
Jac ofclivery ofthe rodoct. Fr example, asufacturt of semiconductors lhe Intel 
{onoration sod Motorala Corporation ually cl their pacts thro iependen! ds 
‘uitor cnapanes. Ecooomic factors, competion among ronutaciares and rap obses- 
ene of product revate these manufacturer ogra te distur the right of rer 
{key are onal to the wemcondictrs Se, revere espnioon ens deferred eyed 
‘fedlvery pon to the dat the products sctally ar sold by the istibutoe to an end usec 

‘Asan eampl, te dslonure nove shown in Graphic S-° appeared ns fecet sana 
pave el Coporation. 


Fer Intl, the event crea w revenue recopiton i ut de delivery of the podct othe 
bern th nse sal othe pracy the tye eisinhulor company) to an end we. 

"hy tine «company reeagniaay revenue at «point other chat the pot of delivery he 
teem mcoaniion meio Used i discloned inthe sua of egies cca pole 
Se let's daclosure nce an example. Gaaphi $7 islosure nate frm a recent 
‘nicl saement of Amdahl Corporation, a manufsecrer of mainfame computers, 
Pres athe example, 


Genie 7 
Diponue of vane 
Recognition Poley— 
‘Ads Corperation 
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Grama 5-8 
Disclosure of Rovenue 
‘Recopnton Pte — 
nit ne 


(Srpaagnatd svar 
om proportion ve 
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povformed 


‘The fief ecoung at an nlrmation Sy 


AS the noe imticates, revenue is delayed! beyond the pon of paduct delivery. Arabi 
‘vais unl the prodct has been propes installed and Rnaneing is been aranged by 
buyer. Why does Amdahl delay evenoo recognition? Untl the product fs boen ns 
and financing arranged tere i high degree of uncertainty soncering the posiiliy 
Drxlct might be retuned, Also, installa is an important pat ofthe agreement Fetes 
‘Anabland is euntomers 


Consignment Sales. Soietines» company arranges for anode company 0 se 
predet under consignment. The “consignoe” physically transfers the goods tothe 
‘company he consignee, but the consignor reins legal te. If the consignee cant fi 
buyer within an ggrscd-upon time, Ihe consignee retims the goods t the consign Hen 
‘ever ia buyer is found the consignsc remit the selling price (less commmisscn agp 
proved expenses) 1 the consign. 

Because the consignor retains the i and rewards of ownership a he prodt and 


‘enses) until the consignee sells the goods and ttle pases fo the eventual custome, 
‘ourse. that means goods on consignnt are sill part ofthe eonsigrex's 


‘small businesses, accounting professionals and consumers fi Flaps proves inch 
QuickBooks and TurboTve. Some of the company’s product is tld Using consign 
strangemens. Graphic $-8 shows «portion of thoi reveuus recognition disclosure ate 
‘was incladed in a recent anoual eport. 


Up umtil now, we've focused on evcnwe-pencrating activities in which some weal 
vent (6g delivery. caillection, produc performance, snd weal) fits hat the 
process is anbstanally completed and significant uneenaindes have boon 
romping to ecognize revenge and ated expenses. We now tum Ou ienton 1 
“tions in whic ts desirable to recogni revenue ever mote than one poring pa 
{oe a specific even indicates the earnings process is substantially completed 


Completion of the Earnings Process over Multiple 
Reporting Periods 

Revere recognition 3 ingle point tine, when an earings proces is inal 
plete, is inappropriate for ceniin types of service revenue activities and also, usually. 
fongarm cours 


SERVICE REVENUE EARNED OVER TIME 
Tri previous section we saw tht many seeice aes encompass some final activity 
‘ig deemed eral tothe earings proces. In these cues, we recognize revenue Whe 
tivity occurs, However, fe many insane, service reverwe aves Occur Dyer extended 
‘nod and regpgnizing revenue at any single date within that pexiod wool be inappopin 
Instead, i°s more meaningrul lo ognize revenue overtime in proportion to the 
smance ofthe setiviy. 

‘Av a example, coi the revenue a propenty owner earns wien renting office ss 
‘alundiord charges 2 tenant $12,000 In ent ior the upsoming yer i woul seem logic 
recognize $1,000 of ret revenue each noah aver the one-year period (12 sage 
‘method) since seevces performed are smile over the pero. Te landlord rege 


= 
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‘ene propoton othe passage of tne. Likewise, Gol's Gyan wll ecogine revenge 
fea wongear membership ably over the 24-munh eshersbip pes 

‘Asmia station occu if you buy season pass to Disney Wertd. When would Walt 
ney Ci eognize reverie forthe 8518 it collects fort sal fa 365.ay pass? Rao 
alg hts pcan bane any ner tes ring ne eno ve aking 
fut ermine Whea Service s provided, many compass oace recognized all venue 
tne sale of season pease nthe date of sale However, tie SECs Sal Accounting Ba 
Ir N01, dacted eater inthe chapter, motivated oto es emmpanis to change 
‘ex vere mengnition poy Bor example, Coptic 5 provides a diselose le Sis 
‘ay Ie include in a ecen annual rpor: Notice that the company now secopies Fx 
18 ve ime, based one anticipated age ofthe eon pans Over the operating Heston. 


LonG-TeRM CONTRACTS 
ani acivicy im whichis desimble to recognize revenuc over te ix one voli 
“ange cook The types of companies that ake use of mtn contacts ae many 
"are A recent survey of reporting practices of 600 lar pubic companies iricates 
ene in vey st compares engages ih long-term conta" And they are aot jas cone 
companies. Infact, even services soch us esearch nstllaion, and eoncling of 
je cored foro a long-term basis, CGaphic S10 Tiss usta npn of cmpanics 
‘Auuiclngiemn combats, ary of which ou mht rece 


“Te geal eyeauereopritin eteria dense in he alization principle sggest thal 
ould be recognized when a long-term projets inished (that when deca 
poss viualy compete Tiss kaon She completed contrat method of ev 
gto The problem with eet tha ll revere, expe, td esl 


“The completed contract 
Teticdmcoprnes 
‘freer ata pate 
paope ee loi 
positon 
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income fom the project are recognize inthe period in which the project is complete: n> 

‘venbes or expenses ae report in is income salem of eater reporting pie in 

far p.21y_ ich much of the work may have heon pesfoied. Net income should provide ease 

P21) of perioic accomplishment to help rae future accomplishments. Clearly, income He 
‘ments prepared sing th completed contact method do not furl report each period's 
‘Somplishrents when a projet spans mons shan one reporting pened. Much of tho earnings 
process far removed fom the pout! delivery. 

the percentage. The percentnge-nf-complction meld af revenwe recognition for long-term projet 


sumpletion method designe to help adress thie problem. This method recognizes revenue (and expenses) vet 
Sccaceuelt,  taschy acing anor profes especie ices ond espero eat pod 
Torsten sch rsp proses cote al cous petog Abboog he cone aly 


‘aporing peried during specifies total revenues, the project's expenses are ot known Wnt conwpltion. Cone 
‘the conerct price, quently, necessary fora company i estimate the projet’ future cost atthe end of ach 
erie to estimate total gross jit io be armel om he rae 
ustation 5-2 provides information lo compare acerwting for longer cootrsts 
ing the completed contact and pecentags-of completion metho, 


Completed Contract Method. With both the eompleed contract and pecs 
‘completion methods, all costs of construction ae recoeded in an asset account 


incon nl rest pelted this projec reccgniced in 2006 and 2007. Constucton in press wil 
even: 2 balance of SI 300,000 and $2,508,008) a dhe end of 2006 a 2007, respectively, 
54,100,000 when the projet is completed in 2008. This anset i then “sol” and revere 
'$51000,000 and cost of constretion (similar to cos of goods sold) of $4,100,000 (a 
profit of $800,000) are rene in 2008. 
Tis complain’ contract Does this solution capture the reality ofthe sitsation? To the eoirary, it seem 0 
ned dome’ that the consmuction company was idle oc unproductive fortwo yeas sd then pr 
Fee ere Sane sizable pri the third year. For this teason, te pereentage-of-eompleton inethod is 
pores ae, and the completed contract meted shoul be used only “when lack of dependable 
perio ‘ims or inherent hazards ease forecisnsto be doubt." 


Sacco 


Prrcentage-of-Completion Method. The percentag-of-corapletion method cog 
ns portion ofthe estimated gros profit each period based on progress to de. Progress 


‘awe costs and could differ significant from a esimate of poysial progres made by 
“meager or acttect. Companies se this method, offen referred 0 a the eose-40-con, 
‘elf eimating « percentage-of-connpltin, more feeny than estimates of phys- 
‘koe, Ina revert dtolosre note shown in Grape $11, SBA Comamunieatons ia 
iets se the costoreon method “beeause management Considers nal cost be the 
‘ist avalale measure of rogues." 


‘The objectve of determining x percentage of completion sto messare activity or project 
azunpistinen date. Ifthe costancostapreach does ot orale his acc 
thn another method shouldbe used. For example, the construction of a wad 
[rigtencarer 2 pmticuarydifealt section of erin sepuinng abnormal eos be in 
funod without such progress being mde oe the road. It Sich w case, the costAo-cost 
ett meh net acegusely reflect Row mach ofthe projet has actualy een completed. 
Trai 3-28 shows he calculation oF gross pri foreach of the years fo ou Hand- 
ig Contncton Company example, 


HME: ome Mesewemant and Prefabiy Ane — 905 
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Atte and of each pend, the revised peje eros profit estimate is mule by the = 
vised estimate ofthe perceatge of completion, The rem i the estimated prone prof 
famed trom inception t date- The cuseat peri’ grins profit calculated by subactig 
frm tis atsoan the gross pri recpnized in previous peo, 

Tocumie sialements are more informative ifthe sales revenue and cost components of 
ross pit are reported nuher than ths ne gure alone. So, tbe income statement for ech 
‘year Will repor the appropiste revenue and cost of consiction amoinis. Por example 
2006 the gross profit of $500 000 consists of revemse of $2,000,000 (40% multiplied by the 
155,000,000 contact price) and $1,500 000 in cost of construction, I subsequent period, 
reveue in calculated by multiplying the pesceatage of completion by the comes piss and 
then submacig fevenbereegnized in price periods, The cost of construction isthe diet 
‘ence between evenne and gross prof In most cases est nf constuction also equal the 
‘onsrction costs incurred during the prio," The table in Ilasraton 5-28 shows he y= 
‘enue anv cost of consimction recognized in each ofthe three years of war example OF 
‘ours as yom ean seein tis illnstraon, we could have iniially determined ons premie hy 
Fist caleulacing evene aa then ubicting eos of construction, 


A COMPARISON OF THE TWO METHODS—INCOME RECOGNITION 
“A period:by-period comparison of the ss profit patterns eodaced by each metho fr 
‘enue recognition is presented below: 


Percontage-of Completion Completed Contract 


(Gros prot ecogried 

7008 o 

200) o 

2008 ‘70.000 

Tal ross prof ‘$500,900 
_Athoogh th methods yield ideticu goss profit of $900,000 forthe enti: three-year pe 
‘od, the timing eiters. The completed contract method feral ross profit 2008, wie 


teamed tp i dnt thn pip 


— 
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oper is completed. Obviously, the perentage-of completion method provide better 
‘neue ofthe company's ecpowtic activity ard progress ver the hre-year peri Thal 
the peceniage-ofcompletion mothe i preferred. ant. s mentions! above the com 
act meliod should be used ely i shuations were the companys unable 
Spend estima re cows necesay to apply he pesentagea- ean 


“Oar discussion to tis point his concerralet om income recgrition. Notice tha the 
billed andthe esha seve have no effec came rcwgniion. We HON 
Ow ation so the bwlance sheet effect of acconeeng for Iong-erm conaricion 


hat penodic ilings are cree 1ohilings un construction contract Tis ae 

“ous a sinira account othe wet eonsttion in progres. At the end each perio, the 

<x hese two wets ae compared the net amounts. debi epee in the 

‘Mince et 5a ait Conversely, ifthe et umount eae te epntd a-aiiy 

"Ae alae seri teprescas an unbiled ecrvaic. Th comsruction company is 
ng consuction contd ecg rks ot using te perentagsacompltion 

ifs whic iwi be pai hy the buyer the eostrcton company bls he bayer a 

cay egal o these eats and profi recognized) shen the acount eel vale bal. 

iy fefects the clams ofthe constuction compan If however, the aro lle 


“0 te olor hand if she amount billed exceeds the cess cured (plas profs recos- 
then he overiled accounts receivable overstate ne aroount of the elit 0 eas 
ta doe nd must be reported as aii. This similar wo the situation when 3 
cpus fer apc serice im advance Th advance propsly shown aya i> 
-eprseing the obligation o prove the goo or service inthe fut, 
‘Acountng under each ofthe methods is precisely the sae to this point But am ex- 
ete, goss profit (revene les cost of construction) is recognized diferenly by 
oapymahs, The entice si in Maton $-20 ace te clio jure nies 
ating he percentage completion math o rene pele rene ae OH 
ol cone the constuction contact ects (constuction in progres ue 
son cnsiactionconiracts} ad for the completed contract method atthe end OF he 


988 SECTION) Me aoc essing 


‘project recognize revenue end cost oF construction and we clog the constrctica comet 
sscounts, 


fama te 


Ihuusmanon 5-20 Journal Emles—Proft Racogntion and Closing 


“Why debi construction in progres the auto gos roi cog? In he 
deal mutacin sition, Invenory pit wal ied at ost. The flerenc bere 
the historia cost ofthe inven ands price he goss prot) sol ecpsize w 
"ip ele ner wo ne ine wl i ener 

‘The pscenagerf-canpicin eth! depts tn isc eot and eoanizs 3p 
tio of the markup between te cost andthe sling pice of inemory pir wo deliver 
‘urls, atthe end of 2006 he toi estimates cow $8750.00 an the et mse 
‘markup o sales price 81 250,000 The nemty is neeased by $500 000 which rp 
‘seni 40% ofthis tol markyp. The completed contact methed recognizes th Acad 
‘markup when the project competed 

"The constraction in progress acco in he hilings on constracton contacts asomd 
‘efone closing enes ar itrated below forth meth wang Paccounte 


Balance, bee "$000,000 Balance, befor 
pe iene, 


“Thee sgn Tien mong counties nthe thd wid recogni ft 

on ore contac. Practices ir ary cousin the UX. Norway Braz 

nd Tapa ae silat the Une Sten. The peitage-of-cmpltion method 
tered ad the competed conoaet method ean be wed any in wn suatons 
Fs ete neo he preriagesf competion tod! when cata cea a me 


‘Te falance thee pocenation for the constrcton-seated accounts by os eds Is 
town ig Mistation $-2E, 


‘Theft selon pote 10 any sto Fanci sales usally isa summary of gif 
‘a counting policies. Tic noe cseloves tne method the cypany uses to wecoun fois 
gsm contracts. Asan example of his, Grape 52 sown the disclosure nate hat ap 
pared i ecen annual report of Fiuar Corporation. 


Term Contract Losses. The Harding Constricson Company example above in- 
uation in which a profit was realized on the coosacion conrat. Unfortunitely, 
metimes accuren longenm contracts, Ava peli othe Following cession, no 
in Graphic $12 that Fluor Corporation recourses ones "inthe peri in which they 
mi 
lo cers for profitable projec. A me. on ut be eng i a 
om eto one he life ofthe projet eventhough Ue project w+ a wholes prfiable. 


Recognized ones 0 
Isp term soneacts 
‘don tha contraction 
ipoprece acm. 


20072000. 
$1.240.000 $1,800,000 
sooo 2740000 
740.000 4400.00 


130,000 Es 
‘Hisio.0  Saet0.t0 


Ath eof 2006, pros peofit of 55.000 [revenue of $2,007,0 fess cost of conse 
tion of S1,S00,00) i recognized a previously determined. 

"AL the end of 2007, the company wll ferecasa a profit of $400,000 ($3,000 000 ~ 
4,600,000) on the project sm, sts ses the peoeet is estimated to be 60% comple 
(32,760,000 + 9,600,000). Applying this percentage to the anticipated gross profi of 
‘$400,000 results in a gross prt fo te of $240,000, Bal remember, 8 eros pai 
$500 000 was recognize in 2006. 

"This station i ueated a w chuge Ie uecouting estimate because I resuld fos 
‘shang in the estimation of costs io complete at the end of 2006. Coss 19 complet 
$4,600,000 were much higher than the etd of 2006 eximat of $3,752,000. Recall 
‘ur discussion of change in accouniing estates in Chapter 4 that we don go back ae 
‘ate the prior year glows fri. Insel the 2007 income semen Would report a os 
$200,000 ($300,000 = 240,000, The hs eins of evemve of $1,000,000 (5.0000 
{607 = $3,000,000 less 2006 reveme o $2,000,00) les cos of castrton af 1 
(cou ineuted in 207. The Following. journal entry records the ks 


“The 2008 income xalement woul report # grow profit of $160.000 determined 
follows: 
Project rose prof 
Las: Gross profit coated 
"in rior periods (5500000 ~ 240.000) 
2008 gros profit 


‘The 2008 gross profit comprises $2,000,000 in revenue ($5,000,000 less revenue 
$3,000,000 recognized in 2006 and 2007) and $1,840,000 in cost of construction (ea: 
curred in 2008), 

(F course, by the completed contract method, no profit o: las i conte in 2016 
2007 Instead, $400,000 gross profit ceverve of $8,000,000 and cost f construction 
'4,600,000) is recognize in 2008, 

Loss is projected on the entire project. A more somervative approach is 
‘ven ove actualy projected on th emi conzast. Again consider the Harling 
struction Company example but withthe following cox information: 


Covsrucion cats ncuredchring he year —64500,000 $7,280,000 $240,000 
CConetcton eats ncurein pre yeahs -o- _ysooce0 2.75000 
Curnetive construction costs ‘.x08000 2.76000 sz0n0%0 
Estimated cots to complete at endef year _ 250.000 _2340,000, 


Total enimated and actual constrction costs $3780000 5,100,000 HSZ0000) 


At the end of 2007, revised conts diet ows of $1O0)000 for he entice pj 
{$5,000,000 ~ 5,100,000, this sist, the trl anticipate los pus be rogue 
2007 for bth he pecemuage-of completion method and the completed contact meth. 


= 


“Stein accom tee wh neon oF nore he comps oat 
‘ener m rns ro coe 208 the 10,00 fon oe 
istenpnedin 207 

‘Weft eosin in 207, emmrction fn proc woul be vale tan 
sn rea thon he erp expects oe fom he tone The consgucton n 
progress account is reduced tu $2 ($2,760,000 in costs to date fess $100,000 loss 
‘Seal tat) Ths newt soni with the strated erty to complete of 
‘SSo000 aya te ele cnt rie of 8 0. Reso ig oes on 
‘eigen the eh les hese Enns let mar vena 
‘etoerot st x mae. 


‘of Periodic Gross Profit (Loss), Loss on Entire Contract. The pa- 
Je rn pri (ls) one he contac pesiod forthe wo methods is summarized i the 
“aling abe, Note that en unanticipated Sncreave in costs of $100,000 cates father 
‘of S100,00 to Be wepizd in 2008. 


Percomtage-ct Completion Completed Contract 
ssono0 
“00,000) 100,000) 
‘0.0005 0,000) 


‘era projet one $200,000) ‘$200,000, 


‘Theale in Uhusration $-2F shows the revenue and cost of construction rxopnized in 
"eho the thee years sing the percentage completion rth, 


Gros profit ost recogriaed: 


gan acta, 


‘eye sec ogi inthe usual way by mulpying «percentage of completion by the 
ont peice ty stations where alos expected. the entre projet, east af en 

forthe pec wil wo longer be eau cosine ducing te pestod. The ens 
Int cpt ost of consti i oot he mount ofthe recognized loss othe 


=— 


“The toe touring a or rman Sten 


‘amount of revenue recognized, For example. in 2007 revenue receipe of $706,000 bs 
‘add to the ess oF S010) fo arrive a he costo comsinacton of $1,306,000." 
The joural ents i recede one in 2007 and 208 area follows 


Using the completed contract method no revenue ur coat of eonnruction ie recogni 
until he contract is complete. In 2007, oss longterm contracts (a fncore ae men 
account) of $100,000 ig recognized. In 2008, the income statement Wall report revenbe of 
$5,000,000 and cos of eonsirtion of $5,100,000, thus reporting the additonal oss of 
$100,000, The joural entries to record the fossesm 2007 and 2K are flows 


“You cam se from this that use ofthe purcertage-of completion method in this case p= 
duces ange overstatement of income in 206 anda large underaement in 2007 case by 
‘chango inthe estimation of ftre costs Recall hat ia cewspary fel that tx urable © 
‘make dependable forecass of futre sts, dhe complet enact method should be wd. 


Lonc-Tema 
‘Constauction 
Contracts 


‘During 2006, tne Sarvs Consirnction Company began constnction on an office bu 
‘ng forthe City of Geran. The comiract price i 88 (XMLOOA andthe Bling wil take a 
proximately 18 moots 10 complete Cyopleton 1 scheduled for essly in 2008, The 
company's fiscal year ends on Deveaer°) 

‘The following iy year-by-year recap of construction costs incurred! and the estimated 
‘oat to complete the project sof te endo each year Progress billings and cash collections 


Also re indicated, 


ice antie som 
epee ni 
nse ep Tow 


008 2008 
“Casrocion cogs neared durhg theyewr $1 800,000 31550000 
“Cenarion cnt neared in peter yrs © ‘41000900 
Curate construction costs 1,300,000 7,550,000 
Lemste comet complota wend of year _4.50,000, ~ 
“eet rated ae actual corateton costs $4,000.00, ‘70000 
ng mace during the year ‘S100 .000 +$1400.000 
“ch colectors during year 1000.00 "3000,000, 


aie 

{cstennine she amount of goss pti o os o be recor in each ofthe vee years 
applying be ie pecentageot-cmpletin and compet contict methods. 

2. fpr te necentry mary Jodralenrcy foreach ofthe hee yea 10 account ft 
‘ntact coms ncured, recognized revenue mn ens of consti, contract 
hing a cash cllectons snd o else the construction accounts in 2008 sing the 
Poretigeof-<ompletion method nly 
Prep partial balance sheet for 2006 and 2007 to chide all constrcton-eate 
secon wing the percentage completion method, 


|, Daemaine the amount of gross prior oss o be recngian each ofthe thee years SCLUTION 
‘pig buh th pres of completion and completa eonrat ethos. 


Corot pies 
Lave ca to compete 
‘otal etiated rons profit date 
lipid by % of completon® 
‘Gon proft reognaed to ate 
scr prot recogriced n prior oars 
‘Gov pat xs recognized 
etna peopel 

Ea AB 


‘Gon prot recognized 2 2 $4s0.000 


1 Pope the necemary surimary journal ens fo each of he thre year to acct foe 
‘omarion cst incur, recopized revenge and co of consruton, conc 
‘ius od cash collections aed fo lose the comsction accunt in 2008 usr te 
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: oes 100,00 4200000 3200000 
‘oteeord cath colton 
Bling on consivetion ona... 000,000 
ontucson nprogret aoco.o09 
Toes seb 
Revenue recognized: 
06 4.000000 25% = s202000 
ror soon 00 « 99% = Seamnc00 
Less Revenue recog 2008 2.000.000 
Rovers econ in 2007 aoa.o00 
+2008; $8,000,000» 100% = 3000000 
et Revenue copied 2008 nd 7057 aH 00) 
Ramus recognized in 2008 S200009 


3 Prepare a partial balance sheet fr 2009 and 2007 to incade all consrtion relat 
‘accounts using the percentage-of compton method 


Balance Sheet 
(od of You) 


Garon eae 
‘Account roceveble '$400.000 $1,000,200 
‘Cote and pr (52000 00) in 

‘scese of bling 40,000) 600,000 

Curent tan 


‘Biting ($600,000) nonce of costs aed 
roi 8.400000) 00,000 


Industry-Specific Revenue Issues 


"108 The previons sections adrestd sttions when revenie Is recognized thera  poinin 
fone fies the earnings process is willy complete o overtime dating the earings poco 
We mow look at two industry specific sitnations, sofware and franchise salen, Hat sp 
revenue recognition using 8 combination of the two approaches, 


‘SOFTWARE REVENUE RECOGNITION 
‘We al know how importa personal computers and the software wun them have become 
\n our diy lives. The software industry sa ey economic componest four conc 
‘Microsoft alone report revenues in excess of $46 billion for is A004 fseal sear 

‘The recognition of software revenues Was a contovetil issue throughout the 19508, The 
‘controversy stemmed from the way software vendors typically package their roduete I 
‘ot unusual for these companies to sell multiple software deliverables ie a hora ha 
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Jungs contract price. The bude often includes product, upgrades, postectmact cus 
Ioear spor, ad cher services. The entical aseomting seston concerns the timing OF 
‘mens rongsien- 

‘Tie Amerea inatite of Cenfed Public Accountants (AICPA) ised Statement of 
Soutn (SOP) 181 proving euisane inthis are, Ho =¥e,aconusences im practice 
ledinnaew SOP in 1997 SOP 472 indicat tht ia arargement inhale aii le 
‘ens te veveaue fv he arrangement oak healt to the yar element based 
ihe reno fair Sales of the tndvidual elements, “ovaries Of aay separate pices 
‘a wt the cootuct fr each elenent” 

Texan, pone that vendor sold stare tou essiomer for $100,000 spat of 
‘te coaoct the vendor promises c provide technical support over the next ix months. 
Phos wth nance of SOP 97-2 some yendors wore renin the eae SUO.000 3 
teen wn he sna sofware wns delete, Now, te $100,000 conratprce mst be 

ped it values, So the seer might reco $0 00 in vena inal ae 

rsiaiing $20,400) and recognize it ably ver (he next sx months. its 2004 
‘alice she, Microsoft reported a Ualiy for uneares (deferred) sutware revenue of 
SU7Tbilion, 

1 198, SOP 9 amended cenuin paragraphs of SOP 7-2 related the methodology 
‘wel in ala the comirstpic in contain cucunsianees. Graphic 5-18 eonttnsa potion 
“fost Cexpoation’suncared vevenue disconre nove explaining the cages it made 
‘ne alcation of revene from the sale of is Windows and Office operating systems 10 
“cog wth SOP 98.5 


‘usworstng to note tat some analysts questioned the quality of Mirosft's ening 
(thei revenue recogni ply, Speeicly, Microw was erties for deer~ 
tense aruunts of evenuc, As ou can seein the disclose nef mow recognizes 
reyewe ue aed eters ess hs tha in the past 
“Tae ceouting Weamect ofthe erat of developing copter software is discus in 
Ww 


FANoHSE sates 
i af anchseanungerents has bce Ines polar int Uni Stace 
ep 0 yar Many el onl orn oe reana,mec nd ao et 

Aes oct an rcs. Inthe srangmnens the rancho fr xa 
cD Corpereon, nso french ue cen ire th ht 

ies fecha pos nd cs ae frame pnd of tne. The 
vhs yu ore gM ws probly ved undoped hy ial 


i rent tin tt in me ft 


=— 


onig tence 
fees are rocogrized 
‘Sree se performed 


nil rachiae foot 


‘SEneuimen the mings 
roweealy 
Somat: 


uusreaTION 5-3 
Franch Sloe 


“The foo Acauming mea lematon Sato 


‘The fos 1 be pal by the franchises fo the fraachisor ually comprise (1) the ial 
{franchise fee wi (2) contiraing franchire fees, The services ta be performed by he ran 
‘his in exchange forthe ntl fare Ic, in auton the ight we st ad ell 
its products, might include assistance in finding a Tocation, coset the facilities, and 
training employees The int franchive fee usally isa ined amount, bu it may be payabe 
ininalimens 
‘The continuing franchise fees ae puto the fran 
chisoe for continuing rights as well as fcr advertising 
‘nd promotion another serves providal over the ie 
lof the franchise agreement. These fex setimes ae 3 
‘xed swale woody amount, percentoge of the 
volume of business done by the fanetio. oF a eombing- 
on of both. 
“The contoning tanchibe fees wally do wot present 
ny accounting difficulty and aze resounized by the 
franchisor as revenue overtime in te pesods the st 
vies are performed by the franchisor, Waich generally 
correspon to the poniods they ae receiv. The chal 
leaging revenue recognition ise petals othe ial 
franchise ee I the early 1960 sad 1970s, any fran- 
chisrsrecoysized the end nial ranch fe as ev 
‘enue inthe period in which the corset was signed. In 
‘many ease, there wee significant servis be peforrncd athe fe wa collect ini- 
‘tallments over an extended period af ime craig uncerlety ab w ea colecton, 
Specific yelins for evente recognition ofthe initial fanehise fee are provided by 
SPAS 45. You should ooce the silat of hese specie guidlines with those ofthe ger 
‘eral even recognition guidelines we've discused pcviowsy.A ey t hese condition 
the concept of subwartial performance. 1 vequies that subuaetaly alo the tial servis 
ofthe franchisor requited by the Franchise agreement be performed before the iil fan 
‘hie fee cam be recognized reyenv. The ern subntlrequites professional udgrnet 
‘onthe part ofthe necounia. In stations when the initial ranchiss Fe i collectible in E> 
_stallmems, even ater substantial performance has occured the instalment salen Con 
‘covery methods should be used for jrott recognition, if w resyonahle estimate of 
uncolletibity eannat he mode. 
“Coxsider the example in Tastee $-3. 


Initial Franchise Fee. Assuming tha he initial services to he performod by Red Hot 
subseqaem fo tbe cool signing are substan bu tha collectiblity of dhe installment 
czivable is reasonably certain, the ollowig journal entry recorded 


Ramer te Rr Sm er Sn HAN, 


‘Tre uncamed franchse fee revenue would thon be recognized when the ital services| 
‘shear portomed. This could occu in ineremets oF ate pint in time, depending on 
‘ecieunstances Fur espe avulsion if sobs performance wae deemed 
Jerhine cceued when the franchise hegon operations, whe following. etry would be 


cles ofthe instllmenrrecelyable is uncer ad hee sno ba for estima 
fapmclcesbe amu, the iil entry wold record cect w deferred franchise fee 
‘era which & hen recognized as being eam usng cies the intallment sles oF cost 
ery eth. ? 


onting Franchise Fees. Costing frachise (cr revemve is ogni on a 
eat aslo 


Fagen cured by the fanchitor in providing thes comlauing franchise services 
he recognized in the sae pride sth service reveme- 
‘ie unique industy-speciie revenue rcogation stuns exis esides those WEAN 
oi The PASH and AICTA have led dotaled reveaue recognition standards for 
Indies acinar, record and mine cableelevisn, wal mon pitas These 
ry aad age eyo the see ofthis ext Howe 
fore: eset revenue he pie or periods that he revenue generating ates 
‘fie ompany ae performed. 


ot Aecnrtng 24m Wforation Ss 


PROFITABILITY ANALYSIS 


Chapter 3 provided an overview of finacalstitement analysis and introdaced sme othe 
summa ratios used in sbk analyse wo investigate a company’s guid an long tera sa 
\ency. We now inioduce ratios related io profitability analysis, 


ACTIVITY RATIOS 
‘One hey in profitability i how wells cosnpany manages and ulna ts assets. Some ais 
are designed to evaluate &cormpany’s effesivense in managing esses, Of particular 
‘ests th activity, or turer ras, of certain asses tha i the Hequency wih which xe 
assets are replaced. The greater the namie Gmes aac ns over—the higher the 
fiomthe les esh a company must devote ha ase, ad the more eas it ean commit 
‘the purposes. In oer words, if these ter ratios inode, fewer aves are required 
‘maintains piven level of activity reverac]. Activity ratios do no measore prfitay de 
relly, Homever, they are importa fact affecting proiaility. 

‘Although n conse the activity tx lormover cap be messi far uny asset, acy He 
ios are mos frequently calculated fr secs resell, ventory, and tial assets, Tse 
rats are ealculted as follows: 


Netsaies 


Receivables iumaver rie = erage accounts weeeivaBle TaD 
Cost of gos sold 
leverory turver ac - Gowen a 


Net sales 
Asal tumever io = Frere ol STs 


Receivables Turnover. The receivables turnover ral calculated y diving ap 
rods mot credit sales by the average net accu receive, Becaie income sates 
sckiom distinguish between cash sales and crit sales, thik rao usually i computed ig 
‘ota ct ass the numerator The denecinaor, sverige accounts receable i determined 
by ading beginning and ending net wccounts receivable (gross accounts receivable es ek 
Jowance fer uncollecile accounts) ans dng by tw. q 


“The receivables ursover ratio provide a indication of a company's effclecy in collet 
ing receivables, The ratio shows the puinher of times daring period thatthe average ae 
‘counts receivable balanee is collected, The higher the ratio, the shorter the average tine 
between cri sles and eash collection, 

‘Aconvenient extension ithe average collection perod. Thi meavare i compute si 
‘ly hy dividing 365 days hy the receivables turoover a. The result i appronimation af 
the numberof days the averaue aes eet vable balance is outstanding. 


36 
‘Average calleston pal — Raefais RORETTTD 
Monitoring the resivablestimoner ratio (and average collection period) overtime et 
provide useful nfornation shout x compa future ponpeets, Fr ect, x decline it 
ables tumove ratio (a ners ete average collection peso) cid be an nice 
too of estore dissalsfaction wits he companys protic. Attic pei 
is that the company has changed is credit poy and grain exe cre tetra 
deri castomers Ra says cs not expan night be ron oes 
Vide information that highligh ares for Ture invention 


Turnower, An important activity messur for «merchandising company (ae 
‘il wtolesle, or manufacturing company) ik the inventory turuover eae The ratio 
‘hot the numberof tines the avenge ioventry balance i id ducing a reporting pein. 
‘nde: how guiclyivenony Is old. Te wore frequen ly albusines sable sell ox 
tue ones mventry, he lowers nvestment m aventory must be fora given evel of 
‘es The ao Ts computed by dividing the periods esto! ganas hy the average ioe 
‘erty balance, The denominator eersge Inventory, is dereined by addi begining 
‘Aerding Ivenswy and dividing by 0.” 

Arial high ao, ay compared Wo a competitor, usally is desirable. igh ratio in- 
exes comparative strength, peas eased bya company s super sales fore, the exis 
oe of igh) popular radu, oF maybe a sdecestul adectsing eam. However, 

ls he cased by 2 relatively low inventory level. which could mean stockous and 
“psn in heft. As with ny rao care mun be ake in evaluating this ao, 

"Oath cer hit telatively 10 rai, orn decrease (0 he rato overtime, usually is 

{0 be unfavorable. Too much cal tay be Ge pi veniry.Arelaively low 

ay rest from avertocking, the preseace af obsolese Kms, oF poor marketing un 


‘Arean  i ne0y — Trea nT 
Turaver. Alou! messi of asset efficiency |s the nest turnover ratio. TR ar 


ruse during a peri, The denominator, average asses, i determined by udding 
an ending otal sets and ving by ew, The ose armoyer rato provides 
uo of how efficiently a company ules al fits aes to generate revenue. 
ry staaada ae pail portant when evaluating ast trmover Some dss 
ue chrscierired bylaw turnover But typically make up for i wi higher proc mar- 
Outs have low polit margins but compensate with igh tumover: Grery sors 
aye rally low profit margins but felatively high ast tumover In comparison, 


al cement bf a8 alts ak 9 develop su ondersnding of x Firm's pro 
oti aos nem wo mexsure a company’ ity 4 earn an adeguate re 
Jaietosles on resources devel operations. Resources devoid 0 OpetaQions a0 

st set tony eas provided ovasn dened a eri: 


proiaility measures ure (1 the proc argin on sales (2) he return oa 
ed 3) the muna cm aber gly, These rs te eal as flows: 


Profit margin or salen ~ Sie 


Net income 
‘tum on atts — erage tia aN 


etinome 
Retr om sare ey ~ Sage Hee ST 
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“The tao courting aan norman Str ] 


Node tha for all of the prodtablity tis, our numeratae net income. Recall ure 
cussion in Chapter ¢ on earings quality. The relevance of any’ historians finan 

‘een hinges on is predictive value To ethance peice vale, amily ty spate 

‘company’s transioryrarmings eect ois permanent euynimas. Aaalyss begin tse 

‘seinen of permanent earings with incime from eontawing opeeas. Then, Set 

ments te made for ansitory iene effec f any, included in neame fom continuing ep 

‘erations, Is this adjusted umber that we Use asthe numerator in these ratio. 


Profit Margin on Sales, ‘The prt margin om sales is simply net income iyide by 
‘et sles. The ratio meayaren an impor dimension of a compay's profitability. in 
‘tes the ponion af each dalla of revere tht i avails to caver expences It offers a et 
‘Sure of te company’s ability wo withstand either higher expenses or lower revenaes. 

‘As we discussed inthe previous section, what i comsideted fo be @ desirable profit mar 
ai is highly sensitive tothe nature ofthe busines aetivity. For instance. you would expec 
‘apecalty shop to havea higher profit margin than xy. Wal-Mart. low prot asym 
be compensate for hy high astettunover rae, ane Vice ver 


Return on Assets, The rvlurn on asses (ROA) indiatess company's overall prof 
‘ubiity The ratio expresses income tu percentage of the average total assets availabe 
‘generate tnt income, Besause total assets ae partially financed with deb x partly iy 
‘equity fand, this s'an jnchasive way of measuring camming power that ignores specie 
sources of financing. 

Recall for our previons iseuesion at a company's return om assets i elated to boa 
profit margin and ase tamover Speifclly, proftabiity ean be achieved by ether a hig 
profit margin, high turnover. or a combjaaton of the two. In fac, the ren om sss 
‘scully be calculated by multiplying the profit margin ratio by the asset turove ai. 

Return on assets = Prot margin oa sles Asset tumover 


Satine Nettles 
= Ness = * Average tua anes 
‘The decomposition of retum on asses illustrates why some companies with 
small profi margis can be very profits i dhey have high set twrnover Alem! 
‘companies with relatively low sss turpover ratios ean be profitable ty are ae 
‘ain ge profit margins. 


Return on Shareholders’ Equity. One measure of pottbility isthe ability of 
fgement io generate net income from th resources osrnes provide, Sometimes viewed 
sarebolders asthe key eiteion of prof 


ment is using ass finde by debt vo inceane the income aallule for shareholder. 
‘concep, known as financial overage, wo Jews in Chapter 3. 


en We fe at Dt tas an te Dee Cyne er bei 


‘Graphic 14 provides recap of he stv an poi ratios, 


Profitability Analysis—An Illustration 


ose the computation ofthe stivity and proftabiiy ratios, we analyze two welle 
‘own prmacetical companies. ristl-Myers Squibb (BSS) and Merch & Co, Ic. 
Ticeprtions of thts companies ares Ia tens uf tet involvement in pharm 
ran och eal cave preducts, lustation 5-4 present selected financial wate 
eormaton forthe two companies, 
‘Gre sefee, appears hat Merck was more prfiablethan BMS. Merck's 2003 net 
‘came ws S881 billion compared wo $3.106 blion for BMS, But tas not the whole 
yo nigh ah are very large companies, Metck i por than BMS infect o- 
‘det station 3-218 presents x comparison af Ce Virous asvity an putty ae 
nr 247 Notice that net snceme for Merck includes S247 malin in igcome from 
8d operations, The pray sais in cur illosration ave eae ulted using a 
fra continuing operons of $6.50 billion (S643) — $241). 
MS'ossivabow und inven (unover ts are sicany higher dhaw Mesch's: A 
has the diferent mit prucs sol hy the wo companies. BMS ix more ci 
‘td hat Mork in terms fits product lines aod mari hat i werves. BMS's rece 
inva trraers ae ala gher than the indry overage 


Bratch Myers squib 
ard Marck & Coy Ine 


ausmanon 5-46 
‘Activty and 
Pofabity Ratio 
BratolMyer Sub 
(GMS) acl Morse 
Go. he. 
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‘Merck's return on sharers’ equity and ret on ase ane higher than BMS ad he 
‘atis ofboth companies equal or excoel the industry average. As shown below, Merck 
higher tien on asses can be atrbute shher pri margin 


=> 
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Profit Margin Aust Turnover Return on Assets 
1s x 20 = we 
a x ‘s 1s 


oh companies produced higher return on shareholder equity than return. ae. 
‘Ts mea tha hey were both uble use sss funded iy debs wo increase the income 
gale for shareholder: Tis an example of favorable nancial everage to which We 
dened etic, 

Thence! pont of ar ccrsson here at in Par Co Chap 3.5 hac aw account 
Ine ames alone mean ite Yo Gecsion makers. The mners gain value wen viewed in 
‘sun fo ther uber, Similan he Fino aio forse bY those ations pro 
‘eeven seer penpecive when compared with sina ros of elber compares r= 
‘ely. wih averages for several companies inthe se indy Accouitng informations 
‘elim aking decisions, Financial alysis tht includes comparisons of financial rates 
hres hewn ofthat information, 


SOLUTION 


Fes your str fave to wait two and hal years to eter bonus? Expo (0. 224) No 

‘eer evne ecagaltian eter woud suggest ta revenue and ests soul be re 
gd when # project srs. The acu hs wo. rete that 3 evens ex 
(res nd esting prt frum the project ace reas when the projects competed: 
fe eras expenses woud erent nthe income erent of earetreporing p= 
nen wich nat of te work my have bce pertried. The pecentage-of-empletin 
read of venue reegnition Tor lorg-term roles adres this problem, Asie ofthe 
Djs wot allcated to each peso in hie the een process occurs. Ts 80 
| ca ral years ns instance 

ware gross profits eeagnzed using the pevcentage-of-eompletion metho? (ht 225) 
The prcenage-of-comoleton method recognizes art of ve esimaed goss po each pe- 
Yd Tre amount reeained based on pres ta date ich sesinated asthe faction 
bike rjc ost caret date dvd atl ested costs The estimate peeen- 
{geet cnpleton sme bythe revised project go profit estimate. Ts yes the 3 
tot gr ron earned from he bea ning Uf the project The gas prt reiae s 
‘deat bp sbtracting fram th amr the gro po rege i previa peas 
‘ether eter situations in which revenue i recognied at times athe than when 
mit delivered? (217) Ys, ryerue recognition somes s dey unt after the 
fintt = cenered. These stustions moe ether the poset of product returs or bad 
[bis nen eases prot vet ad bd det are esinsted and revenues are eeognied 
We pots deere. However In suons ung a abnarmal eye of unce!= 
Unt toate colction cased by potential elums oy ba debts, revenue reogrtion 
hte every sometimes is appropriate. 


“Te cbjective of revenue recngition Wo recognize venue inthe peiod or periods 
Atte ever generating activites ofthe company se peor. Also, jadpment ax 
fete lest of he cash Frm he sale of produc verve il mae heim 
Jig of resenue recognition. Thewe ta concepts of pe-Trmance atl colletity are 
{agra hy the general guidlines foe revenus tec the fealization principle 
‘leh egies hat revete shel be recognized on alter (1) the earings pcs is 
‘muy complete and (2) there reasonable certainty of collecting thease ber 
ced (uray cash) from he customer. Foe the tle proc, ese criteria usally 
fois at he point of poxict delivery. Atha pon. te majonty ofthe roduet¥e 
{Ziv have aber place snd sy remaining ancy concering ase collection 


—_ 
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cam be accounted forby existing yn recused debts Also, service even 
ofien is recognized a pitt in ime if there ion final activity tha is deemed eric 
vo the earnings proces, 

2 The installment sales method recognizes gross profit in collection periods hy applying 
the gras profit perventape on the ale othe ammount of cash actully seceived. The cok 
recovery method defers all gross pit reengniion until ash ha been received equal 
the con of the ten sald. These spehods oF engi reverie should only be wd It 
‘Sinations were there is an unuscaily igh degree of uncersinty regarding the utile 
‘ash collection oman installment sale. 

‘3 In most snuasoas, eventhough the nigh to return merchandise exist, revsnney and es 
enses an be anpropnaely recogn.sc at point of deliver. Based on past experience, 3 
company wsually eam estimate the returns hat wi real for a piven volume of sl 
‘These estimates rece ben sales a eost of goods sol in aneipatin of ru, Re. 
‘me anno be recognized a the po o delivery unless the selec able make rh 
able estimates of future return. Otnsrwise, revenge recogaitin is dered beyond he 
deliver point. 

‘4. Revenue recognition at a single pin mime when the earnings process wally com- 
plete is inappropriate for certain tyes of service revene acti and l,l fot 
Tmg-term contracts The eomplete contcact metho recognizes revenves and expenses 
‘om long-term cossrction and other ong tem contracts ate point i ine wen he Po 
‘ets complete, This method f ony used ia nusoal situations. The preferable meted 
for recognizing evenues and expenses for long-erm contacts is the percentagei= 
completion method, which reengnies revenues over time by assigning « she of he 
prayects revenues and ests o each porting peviod daring the project. 

‘5. Industry guidelines require thatthe acp-sum contrac rie for woftwar be allocated 
the ynnous elements ofthe package based onthe relative far values ofthe ndivdal 
ements, Generally, this esl ina dcerral of 3 porta of the procesds tha ate then xe 
‘goed as revenue in future periods. The use of Feanhise arrangements has bese 
‘Increasingly popular. The fees tobe rad by the franchise wo the franchisor asvally te 
‘composed of (1) the intial Franchise Fee and (2) comtinaing franchise fes. SEAS 45 = 
‘giz tha the franchisor has substnlly performed the services promised inthe fa- 
chise agreement and tht the collecibliy of ue initia franchise fee ts resonstly 
‘sured before the intial fe ean be recognized as revenue, The continuing franchise 
{ess are recounized bythe franchisor as revenue over time inthe peinds the services 
performed by the franchisor. 

{6 Activity and profitability aos prove information about» company’s probity. AS 
Livity ratios ince dhe receivables vomnover to the inventory rumover ratio and the 
sit tumove ratio. Potitiity ratios ielude the profit margin on sles th retura ok 
‘ets and the fetun om sharehokes quit. A 


INTERIM REPORTING 


Financial statements covering periods es than year re cle dvierim reports, Comp 
nies registred with he SEC, which inches mast public companies, nus cube quarts 
reporis* Though there is no requiremes 10 do so, most also tail quately reports thir 
stareholders and typically include abbreviated, unaudited interim reports us supplement 
Jafirmation within ther annual repens, or instance, Geaphic SA-I shows the quately 
‘oemation disclosed inthe 204 anal report of 

For accounting information 10 be wscl to decision makers it rust be avallable on 
timely basis Qne of the cbjectives fini seporing i to enhance the timeliness of nay 
«ial infrmation. n addition, quaretly reports provide investors and creditors with ade 
‘ion insight om the seasonility of buriness operations that might otherwise got lot 
annul epors, 
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Genre SAA 
Intarm Dat in Aral 
Report—Meraoht 


Corporation 


overt be dowinide tthe nei the relive wcll of ier repeting 

our repoting peed questions seca wih es: rstin an llostn ae mag 

For esarpes cei expetes ol eit ater Yas ptaton an et oe 

Pour within single rim pre Sion should smaller cmpanis we Th ender 
fuse eer arcs a ihe tsa ats garters a hie as rakes be Gag 
fice? Another salto hor reponng Pers the ins eet of major, 
‘ccs donned operations reatrardiny icms.Asecond quater carly 
inne, hal wen ede anual pois by 10" might reduce second quartet says" 
by a rr emo reales ine ver he ere yar? These 
argues! a hinge on he way we view a crim period nao the 

yes Mee special shold ca term period sewed adic epi 

sean ier par ofthe mal peed? 


wg Revenues and Expenses 
icin eren pening temic fr nesie epoting generally follow 


atc ay col an expe af ognized. Mos as recognleed ta nein periods vans rncct 
eer teeenn ay tous neen sep nmeeincisie merae ett 
spelepelapen tien lenge yc pepe hp ampere 
sso wt compensa tion stn. er stars stl pi 
rien eerie rho ater 
La qeoctr spe ood uot tg eine pai eds 
| eerste eta epceten po olnne phy eat 
vexpense, are estimated and dlloeared to interim periods in a systematic way. Similarly, 
ierenonqaionie marsast: sone aero ancien 
Be paite: Tal volt nan front an eid sooo hes 
Inet prone mates pote a ox tana a peed velo toe 
epg ep ielaat ie reli gorbaghey apes oh eo 
inentcstovtapmian: 


Spence 
Devon in which hay 
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Reporting Unusual Items 


(On the other hand, major events suc as dscoatinged operations or extrzordinary ems 
should te reported separately inthe iter period in which they occur, Tha hee 
‘mounts should not be allociteé moos individual quaciers within the fiscal yet, The se 
{s re for items tha are unusual or inirequent but not hoth, Novice that eaten! of ese 
ierns ts more consistent wath the dserele Yew than the integra pt view, 


Earnings Per Share 


A second item hat fs tested ina ner consistent with the disorete view i earings pat 
share. EPS calslaions for inerim rept allow the same proceducs as anna calculi 
that you yal sty in Chapter 19, The calcutions are bused on conditions actually xing 
‘dung the parieular inieeim prio rather than om ennditons extn exis a the end 
the fiscal year. 


Reporting Accounting Changes 
Recl am Chapter 4 it we aceon: fos change I ccoueng peeps retrepetiy 
mening we eat rior yes finan stements when we repr the Hees 
incompuraive form In hr ward, me sake toe nates apc the ma 
opted scoring eth od hoon sein ese pie yar she ane wi ea 
porting. We retonpectvly eperta change male Carag ane prod a sir a. 
fom Then i fan veine of subveycct inerim perdu sune fc ete 
‘clus how tha change affect (a etme fon contig Opts (be ase 
‘nd (ented per shar oon or potchange erm pened 


Minimum Disclosures 


Complete financial saerents are net euler meri peri reporting, hu certain min 
imu disclosures are equi a fallow ® 


+ Sales income tes, extroninary ites and ae income. 
+ Eamings per share 
+ Seasonal feventer,coss and expenses 
‘+ Signifeant changes in estimates force taxes, 
+ Discontinued operations, extmerdiniry item, and unusual or infequent items 
+ Contingencies, 
Changes in accounting principles omer, 
4+ Significant changes in financial posison 
When fourth quarter results te not scporalely reported, material fourth qr evens ie 
lading yearend adjustment, shouldbe reported in dsclomure noes to anal sateen: 
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The Winning Ticket 


‘A Casein ad bee buying Califia Sate 
lotery tickets for 1 yer at hs wegrbornood 
rover store. On Sundin, June 24 2008, his 
wore drag When fe amok, open th o= 
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Wich and checked The hubees agar. He 
woke His wife Crm tl er whe ba hap 

id, ad hey dance tough tee apartment Al 8 BG-yenr oh eed sperm eek nt Cae 

[z-yearod ie secretary, a ran Oe Phas otey i Colors WOM. S14 mln! 

‘Oh hlonday when Al rd Carmen are they pie, the estasy mas wae say me hey ee 
formes thal they woes bereesving ache for approximately S42 millon When the Case par 
‘heed the lary tke, they nde Mat Pe wo et ey HE WANS One la 
payment rather hain 25 eal una instar begining ton Tey Anew tefreard thatthe State of 
Eira request whol 1% of tery writs or federal inte tx purposes Peco 
‘eek way moe than 31 
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1, Wh wer the Castelo a recelve $43 rile ha he $14 tla tery pie? (ge 290) 
2 What interes rte di the State of Cai ne ele the 43 lon tangs payne? 
(page 28, 
| 30) ae soe uf he sessing apaitins ba incarnate Grewal of money ne vlan? 


| tages) 


The tine vole of 
‘oy mene hat 
money cm be vested 
Today to eon interest 
mndgrowto 
prictapoctnire 
fovety 


Tine vu of money 
oreo re wee a 
‘lig overt sete 
Satabiicen 


“The al of Accourting tn eration Speen 
BASIC CONCEPTS 


Time Value of Money 
‘Ticketing the able esrb inh acl repo canis an undead 
ttn concept commiy rere ow Ih tne yale of ones Tk concep meas ak 
‘hone vied sey il grow oper Collar amount inh uur For expe 8 
ives in asoving account t yar al bak ing 0 analy wil prom 431085 
tne year The aferene ere the S10) yet onthe rset rae Ot ne 
thatandin $106 Eas hes pte i om reo ot mt 

Tis amc hs sang do she worth cr aye power fee Glen, Pos 
ure change tenia te were higher tan Oh the $108 you ead 
vein the tvings cso acly woul be wares than the SID you hd a yer ne 
tse The Ge vac of money cone once only the ow in he dalla aso 
ene. 

"icons you wl les nhs caper an wef in sofing many busine 
sachs foretamps he determin oth ey avd peared nh nana 
ingcat. Mors ron the concep lo ae neeary whe vaing ese aia 
foe neni! poring rps At you will ce nth al sume chapes, tot 
‘Surin pcan on Icrprae tele vl fanny ave te conep of 
‘ot sloe. The yao of atx bom, pasoncligatons and cru ate cl 
Se pail ae se prominent exami simp ta You maser te sonce 
{ook we review hee Tht owlodpe i stn! the femarnder of Your nt 
‘Seoaton 


‘SIMPLE VERSUS COMPOUND INTEREST 
{terest iste “ent” pad forthe use of poney for some period of tine. In dollar erm i 
‘he amount of money paid or recerved in ences of the smpount of money bert o et 
you lent the bank $100 todey and "rece ve” $106 a year from now, your interest 
‘woul be 86. terest also cane expressed as atest which money ll row the ca, 
‘ha rates 69%. Its thi iterest hat gives money its time value, 

‘Simple interes is computed by muluipying an inital investment times both he 
ble intrest rate andthe period of ime for which the money i ted. For exarpe, simple 
terest earned each yeur om a 1,001 investment paying 10% is $100 (81,000 % 10%). 

‘Compound interest result in imteanngly legs interest amwoants fr each period 
investment. The reason hit interests now being eared no aly on the in| 
amount but also onthe secumulated interest earned in previous periods, 

For example, Cindy Johnson invest $1,000 in a savings account paying 10%; ite 
<onpounded sonually. How auch ire wll she earm cach yea, ad a wil be fet 
‘eatment balance aftr thrze years? 


Interest 
(interes rate Ovtetanding 

Date [lence = Interest Belonce 

(otal depace $j.000 

End ot year) 10% % $9,900 = s100 3,100 

End of year? 10% «$1,100 = $110 ‘si20 

End ot year 3 10% «51.210 st21 scan 


With compound interes at 10% annually the $1,000 investment would grow to 1,3 a 
the ond ofthe three-year period. Of oar. Cindy withirew the inlerest eae each 
‘she would eath only 0 im sferest cach yea, that the amowat of sap ierest. 
inyestrient perie hadbeer 20 years, 20 individual calculations would be heeded. Hote, 
‘alenlior, computer programs. nd compound interes tables make thes calculations 
‘Most hanks compound interest more fraquently than nce a year, Daily compounding 
‘common for savings account. More rapt compounding bas the eff of Eaceasing the 
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fete wi cal he tv rt a which money gow pe eu Hiimpnnt ns ae 
nina nerest is typiealy sated asa anual rate epaness of the lev be eom- 1a sted 
period wvlved. Insitutions when the compousfing periods less than ayea, the °°" 
leper compounding perio i determine by dividing the ann rate bythe mam 

Ff poids, Assuring sn annua ate of 135: 


‘Asn example, now let's assume Cindy Johnson inyesied SI.000 in a savings account 
_psng 10% intrest componnded vice «yea, Mere ar 0 sixth pelos paying in- 
‘Gee 5% (lhe annsal rate dvi by two periods). How mush ntsest will she earn the 
‘Hat ea, and what will eer jvestest balance a the en ofthe yeur? 


Interest “Te efecv yd 
nore ate» Outstanding Theron bch 

fon eee ore basa 

tre depot “5.00000 ais - 

‘ier ie months 5% 51.000 - $50.00, ‘3.05000 

End of yoar sex $1030 ~ $5250 s1,1230 


‘Te $,000 would grow by $102.50, the interest ened pS, 25 $2.50 more than it 
ner compounded oly once a yeur The effective sna iaterest rate fea efere 
he anal yeas 10253 ($102.50 + S100), 


jing a Single Cash Flow Amount 


VALUE OF A SINGLE AMOUNT 

de ft Cindy example, in which SLOW was invest for thee years at 10% com- © LDF 
annals the 1,301 1s ferred to asthe future value (FV). time dlgram isa 

fut tovswalie hs rlnoship, wih iain he deo the ii 


te 
iene t al 
° yor me vers 
‘i ewe air one yar an cbt ay 1.10 1.10 (LM) + 10) ~ 
rary ela 9 6,000 140" 10> 110 8.38 Ia 
fone oy vse tance termed alo 
Iver Bef sah 
EV = Future yale ofthe invested amount Tanto merry hat 
1 Amt neta he eng spend Sonora geese 
{= Interest rae some pata inthe 


‘n= Number of eompounsing periods 


‘ aare valve canbe determined by using Table 1, Future Valve $1, located at dhe 
Jf ie lecbonk. The table contain the Future value of $1 invested for various periods ot 
aml ari ate, £ 
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970° secron 


Gaara 64 
Future Van of $1 
(excerpt rom Tabe 1) 


‘The ol of Acura an naman Spe 


‘With disable, its easy wo dotoie the future value of any invested amount spy by 
‘multpiyingitby the table value a the ersection ofthe elm forthe desire ate aa ae 
Fw forthe numberof compounding perc. Graphic 6-1 contains an excep fom Table | 

“The table sho various values of (1 ~ for differen combinations Of nd mom te 
table you ear find the future value facto fr three periods at 105 tobe 1.35], This means 
‘har $I Invested at 10% compounded snnvally will ro to approximately $13 i ee 
years. So, the future vale of $100 injesed or thrce Years a 10% 36 $1,391 

FV = FV factor 
FY = $1 1381" = $1331 

‘The faure valve function i financial calculators oc computer sprendsheet programs 
‘aleults fuure values inthe same wa. Determining future Yolus land present vali) 
electronically avoids the nee for table sich as those inte chapter apex nortan 
to remember thatthe nin the future yale mula refers to the Humber of compounding pe 
‘als, pot necessarily the nurber of yeu. Fr exaeipe, spots you wanted t know the 
{ure value so years from fday of $1,000 invested at 12% with quarterly compounding he 
‘pumber of periods is therefore eight andthe compounding rate i 3% (12% aia rae 
vided by four, the number of quarees na year. "The fate vale factor fom Table 1 
1.26677, so the ute wale is $1,266.77 ($1000 1.26677)! 


PRESENT VALUE OF A SINGLE AMOUNT 
‘The example used w lsat future alos reveals that $1,000 invested today i eqs 
1 $1,100 received after one year. 1.219 fer to years oF 81,331 ale the yearn, sui 
ng 105 interest compounded annually. Thus the S1000 invesiment (1) ithe presen 

(PV) of the sng sum of $1,331 Jo be eve at he end of tee yeas Tis a the pie 
‘ent value of S-210 te rected i two years and $1,100 in one year, 

‘Remember thatthe fate valve o's vesen amount the present amount mes (1+ 0 
Logically then, dat computation ca be reversed a find ho prevent alc ofa ature meme 
vo be the future amount divided by (1 - We substute PY Tor | invest amon) he 
fre valve formula above. 

FV= V(r 
ing 
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De comme, dividing by (0. ++ the sume as srubtipying by itsrecipreral, LAL 

v= sank gy = aN Pa sw 

sav un phrase iit i sere 
pia nthe thet Pee els een 
Pheradimacaeaters ye ater nmaes ocrmestteer 
(SiS tn it oe ome a 
Ser ice Te pleretaele es lcurs miectonaowen oats 
conti ianl Mgmgec menace amines 
seed Erte pete cs nw ib a fc 
‘ny pesiods.* Geaphie 6-2 contains an excerpt thom Table 2 


‘oes hath fate it the fre the $1 stp Reece the fe vakible ts now TS 
1h ence ofthe concap ofthe time vale af money. Give. eolce Between SLKO nO 
SHO yere fron nyo well eon to ave the ney TF ye ave it 
you sol pot i use But he choice tween. sy. $730 now and SRN thee ears 
tk would depend on your tire Value of money. our time value of money i 1. 
youl chose de S100 in tze years, because the 5740 jee at 10% forte Years 
pe oaly SLO (S740 % LAT (EV SI, — 10%, — 3) Om the ater hand 
fee valu of money i 11% higher. You wou pres tho $740 now. eeu 
ave the S740 now and have icayow to 51,012.08 (9740 36769) inde years, 
sg the present Yale tale above, the preset value 0 $1.00 1 Be received Tee 
utting a time value of money Of 10% ie 8751.31 (81,000 % 1331 (PV of $11 = 
fn 3) Because she present ye of the fue amount, $1,000 is higher tha 
cond have tay, we wesin determine hat with ie vale cf ey of FE, the 
iii tye years a prefrrea to ihe $740 now: 
noir ater example, $1,000 now is yulvaenc co $11 in thee year, suming the 
ke wf motey is IVR. Graphically, the reatio betcen the present sive und the 
scan Pe vac ths wa 


End of Endo Endo 
art jor ord 


me secTONT Th 


i Ni 
Tecan of —_Whie th elation of ue vale singe sm inves oy feu ci 
{More value reaures of compound interest, proseat value problems require the renwal of eoypound interest The 
Section cline rose of computing pest vals romunes te S35 oie cael overs Krcopo 
wide pletion Pod am heute vahic of S19, ot ns procea ofeonpng four vas Se 
Grice idce. Sater tothe eset bs ofS. 000 argv athe are ake of S133 

hccmacaasey Abe timesheet ites ape safety Oaecte ecw rive uel 
SSENSteimocs mere lations ar incorporated ino accoanting valuation noch mare Cheque Ma fae va, 


icwony tan PC 
sia SOLVING FOR OTHER VALUES WHEN FV AND PV ARE KNOWN: 
© .0t The me fin vrei the proces fain spe sh fo amounts forthe tne 
‘ahi of ny lhe pent wae (EV), te fue aloe (@V) the nober of compen 
etd nol th est te (gun yee of tse, he un canbe ee 
tina: When tates fo an Usbnown neta ln Mitton 6-2 deen 
‘akon sumer a priate 


Present Fuse 
vale cr 


‘The joteest rit isthe discount rate tht wil provide a present value of $8) when dis 
‘ountng $025 t be received in wo yrs: 


‘he uninaum vane 
inthe Interest rote. 


‘Recarunging slgebraically, we find that present valuc table Factory AD64S, 
{$500 (present value) ~ $605 (future value) ~ 42649" 
emerald oT 

‘When you consult the present value fable, Table 2, you seared row two (a = 2) foe the 

‘alue and i inthe 10% eoluma. So the effective imerest rae He 10%. Notice that he 

somputed fcr value exactly equals the table factor value. 


‘Tama ere toe on stn sme tine ec yb ch 
‘steerer in aes esa PX et A 0 © Bl Ts ret on 
Sadie ot te 28 Trl ian Ware nan ER ee be 
‘carambola mame em 


‘eee ep ets 10 8) 


‘ine Viet ony Cnceps 73 


Determining the Unknown Number of Periods 


Senet cemieetnamtnertenst tre une 
k cmpoundied annually ss poten Deteemining m When 


{Bese = moe 


staan rare ae of 10% 


“Te mimes of years the value of that wil pride present value of $16,000 when 
ecuving $16,000 aa rate of 10%: 
$1,000 (resent va) = $1000 Fs ae) “he lve vara 
Seteee Wihenmboret 
ewraigng algebraically, we Gnd that he preneot vale able fat it 625, pen 
{$10,000 (present yalus) = $1,000 furs yale) = 625% 


‘Wies you sons the present vale able Table 2, you ec the 10% clam (= 105%) 
hs ale nd Gnd 42082 in row fve-So a weld ake pprcaimutely Fee Years 10 9¢- 
1000 in the situation descr 


Sioa 


Concept Review Exercise 


ie propriate table, answer each af the allowing inlependent questions, Vawine & Sincie 
‘wt ste fate valve of $5,000 atthe end fsx period ut 8% compound meet? CASH FLOW 
Wats the preset ale of $8000 to be eeceived eight periods fem tay asinine AMOUNT 

compound interest re of 12%? 


i a 


a secrions 


(ey 


SowrioN 


“The of Acauing a an Wermatio Sen 


3. What isthe present valve of $10,000 wo be received 1Wo year from today etsuming 
annual interest rate of 24% and mony eompouneing? 

4, Ian vesumen it $2,000 grew fo 82.520 in Une periods. what isthe intrest ea 
Which the invesiment grew? Solve using both present andl fare vale tables, 

5. Appronimately how many years wl ake fran investment of $5,250 10 
Ssccurlate 9 $150, assuming interes compre at 105 anmually? Solve wing 
both prexent ane fare vale tables 

1 FV = $5,000 1 $8687" = $7,934 
‘we nba =H fo 

2 PV" $8,000 x 0388 = $3,231 


emrt ans 9 =.= 28 fa le) 
4. Using presen value tae, 
$2,000 _ 
E08 = 037 
‘eset on = 2,7 ile opm 
Using fture valve table, 
$2520 
2220 ape 
Seen atsie= ate For 
'. Unlng poset valor table, 
$5250 _ 554 
315.000 
“Pree bein == OMG he 2 mapa 1 ve 
‘Uning Fore value table, 


$5,250 — 
Pine 0 2108 fr ie napa ys 


Preview of Accounting Applications of 
Present Value Techniques—Single Cash Amount 


Kile Peieren snitched of his television set inwnediatly alter watching the Super 
‘game and swore to himself ha his would be the Hast year he Would watch the game on 
10-year-old 20-inch TV set, “Nex yes a big seneen TV." he promised himel, Soon 
the saw am advericement in tho local newpaper from Slim Jim's TV and Apianee 
‘Philips 60-inch lrg seem television om sale fr 1,80) Ana the bes ar cf the del 
{hot Kile could tke delivery immeditcly but would not ave to pay the $1,800 for 
whole year! “Ina year Tcan easily saye tbe $1800," be thot 

Inthe above scenario, the seller, lin Jim's TV and Appliance, records sale whe 
‘TV i delivered to Kil, How should tne company value i Feeivable ane 
Sales revenue? We provide a solution ty this quetion atthe end ofthis section 2 pge 
‘The following discussion wil help you to uoderstaod that solion. 

‘Many esiets anc most liabilities are onetary in mature. Mowetary assets includ 
and claims to receive money, the amout of which is ive or determinable, Examples. 
chide cash and most receivables. Mayetary Habis ae obligations 10 pay amvuat 
‘anh, the moun’ of whieh is feed or dctermcuble, Most liabilities ane thonetary. For 
le, if you borrow money from a bank snd sign a mote payable the amount of cash 
ald tothe bank is fined, Monetary reivables and payable ae vale ted the 
amount of ch fo he received arpa the future with proper election othe dine 
‘of mone. Inher word, we value most receives payables the presen ale 
‘ure cash lows, reflecting an appropri time valve of money. 

‘The example in Mustration 6-3 demonsvates this concept 


Fatt Pinan Piya a ei AE) 


a 


or hould Hac value th mute payabieand eamespondig invemry purchased” As ong 
“etleinast rate eplicly sled ithe agreement propery refs the time vale money, 
‘Beaners 0,000 face val of te notes important relies tha this nowt lo 
Suh the prose wile of fire cash Howe at 10% Future cash Cows eal $55,000, 
“S00 nove principal pus $5,000 ere (50,000 » 19%), Using sme diagram: 


Present rune 
rd wave 


Eheim eld 

“clean the preset vale of 335,00 os recived in one yer the nee | 
in semove fm the fre vale, eating per note ecetabicAaen eveme 
SFU for Sewell 4 $50 00 note paysbloiovetory alu for Harmon. 

‘Wl most ots, oa and morgages explicate a iret rae that ill property 
x deine vale of money, thee cane exceptions Code the examen THUST> 


$50,000 (presem vue) 


ew shoul! Sidewell and Harmon valve the note rossablepaysbe and eontesponding 
Tevenehivenory? Enon though the agreement state «nominees bearing Note. the 
oes in ft, include interest for he two-year eso the an, We ne i remove 
pation fe S60, 500 serie the porto the presents the les pice of the 
"Wed> ds hy computing dhe pasent value The following Hie diagram strates he 
hing aa at of 10% fells Ce appropriate ret rate fora loan of hs ype: 


Present Face 
‘ake he 


7” gapprnspaaasanpapapnasinaseatin $0" 
End of 


° pet pel 


6 secnony 


“The iaksos rate of 


The Rel ot Accourng aan norman Sie 


gala, using the present value oF $1 sable 


$60. face ae) 82648" = 55000 (setae) 
eer oe 

Both he aot eaxvabe fix Stridewell nthe noe pa or Harm ily wil be 
‘ale a $90,00,The teence oF 10.00 (86040 30,000 reset ie 
sicexyeme to reogilaed overt ie of the moe The aproprine ural ese 
irae in ater chapters 

‘Now ca yo me the question postin the Sena the begining ft schon 
‘Acsung taste of 10% reese appre iret ate nt shaon Sm is 
“TV tod Apellnce records a ressvehie and slo evene of 51.636 whch the rex 
‘alu fhe $1.80 0b reeled rr Kile Petersen on yea fom the date of 


$1,800 (future value) 90008 = $1,636 (present value) 
Seertsn tse ik be es 


Expected Cash Flow Approach 


Prescot vale measurement has long boca integrated with accounting vabstion and is pei 
‘cally addressed in several uccounting standards, Because of its increased impocanee, he 
FASB in 2000 issued Statement of Fiwncial Accounting Concepts No.7, "Using Cash Fog 
{Information and Present Value in Accounting Measurements” This slatement provides 
framework for using foture cashflow asthe bass fee accounting micasirement aa ser 
‘thatthe objective in valuing an asst obit using present vale iso apposite the it 
‘Vale ofthat aset or ibility. Key to st objective x determing the presen vale of fie 
‘sath lows associated wih the aset or billy, aking ino secon ans uncertain concer 
ing the amounts ard ing ofthe cash fs. Alou ature cash flows in many instances 
‘fe contractual and certain, the smuis sd timing of cash flows are less ceciain in eter 
‘situations 
For example, lease paymeats ave pvide ithe contrat becwsen lestor and esse Of 
‘he other Hae the fue cas flaws te paid sete a pending Lawsuit may be tiga 
‘cts. Thditionally, the way uncerany bas Been considered in peseot vale 
fas hen hy ciscounting the “best esti” of tue ash lows appving a discount rl tt 
his ben aljusted io reflect the uncertznty or Fisk of those cach flows, With the approac 
scribed by SEIC Na. 7, though, the adjostnent for uncertainty or nak of cash flows is 
plied to the cash flows, not the ditecunt rite, This new expected cash flow appro 
incorporates specific probabilties of cash lows into the analysis. Consider istration 6-5 
Compare the approach described in iustration 6-5 0 
‘the traditional approach that uses the presen vl ofthe 
‘most likely extmate of $200 millon and jgnces informa 
‘on about cash flow probabilities. 
‘he discount rate used to determine resent value when 
‘ppiying the expected cash flow approach should be the 
Disk free rate af interes. Other elements af uncertainty ae 
Iincorporied Into the determination of the probabiiy- 
‘neighted expected cash lows. Inthe waional approsch, 
lements of unceraimty are inconporsedl into skid 
Juste discon rate 
‘The FASB expects that he traditions approach to el 
culating presen value willeantiaue to be used im man 
‘uations, pareulary those where future cash flows are 
‘contractual The Board also believes that tho expecied cash 
‘low approig is more appropriate in more complex situ 


Rodi suatrnnrnt onvedod heanttcerentiocarst remeron 


= 


we lara the use ofthe expected cash low approach sit would be applied 10 
‘Ne meurment of on asset treme obligation. In Chace (3, we use the appre 10 
esate iabily associated wih ss eomtngency 


Basic Annuities 


Thee examples involved the recip oe fay ment of ngs ture aunt, Financial * 408 
uments equ nvlve mailers or payers ashe ane ato 
Infested opal each pes, the cash Rowse eer oa a mi Acorn 

{st ccmuntered i pice oa aan on wich perc rs a meal aroun, 
Feresangl, bods cpl pay terest seman in sn amount dteined by mul 

Ding scl rte ya fee principal ames om loans and mot ence we pai 
‘ulinlinets during ped period tine, 

Su agrement at tate aan can produce ihe an wenary analy or an 
und mete pete) aa amy haan). The ic Hw 
ince omen) fa mary sly done So pouring ped afer te dae 

che urement begs. The al at Db a leon tela day covered by 
Seapeemene For cumple, an lsalinent ate payable aed December 31,2008, mig 


‘efit payment of an amity de is made om the frst dy oft agreement an the ast 
smade one period bufre te end ofthe agreement. Fr example, ste: yea Tease 


= 


Anny de, 


‘Th Re Acs a nero Sy, 


‘of tiling dc begins on December 31, 2006, and ends on December 31, 2008 ey 
‘quire the fs years Tease payment in Vance on December 31, 2006. Th thin and at 
payment would take place on December 1. 2008, the bepioning of the third year ofthe 
Teale, The following time diagram ilustrates this situation: 


ae waver vanvee savin 
— ee 
ni f 
“ 
poner pare mere 
Future Value of an Annuity 


FUTURE VALUE OF AN ORDINARY ANNUITY 
[Let's consider the Fotire value of an ordinary annuity in Tsao 6-6, 


‘The following time diagram istraes tis ontinary annuity sitnation. Time 0s the 
oe st period. 


ne = 10% 


‘Using the FY of $t factors from Table 1, we cam ealcoate the future value of this 
by calculating te future value of each ofthe individual payments a follows: 


Fv ets Future Value 

Payment T= 70% ___arthoendefyear 3) 
Fist payment $1000 AZT z 
Second payment 10,000 =< 10 = 1 
Third paymem = 1000010 = o 
Total 2a 


‘From the time diagram, we can se a the Fist payment as wo compounding pe 
tw earn inkerést. The factor used, 1.21, she FV of $1 invested fortwo peed a 10 
second payment has oe compounding jet an the fst payee does not earn any 
est because i is invested onthe ls ay of the three-year annuity period. "Therefore the 
Wor vied ie 1.00, 
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‘silat shows that i's posible tmcalculate the future vale ofthe ony by sep-# LO6 
‘easy cleulting the FV of each payment and then adn thee amouns together. Fors: 
ha snot acess. Table 3, Faure Value of un Ordinary Ani. lewd athe end 
i texto simplifies th computation by summing the inal FV of SI acto or 
“as acts of and Grapbic 6-5 stains an excess fm Table 3. 


‘he fe value of $1 ade edo each of thee pris invested a 10% ig sown in 
"sabe £31, Wen simpy apy this Factory $10,000 9 done de FV of our 


fers onctt, _gractante school Rather then in- 
rar ener yaca este ec ag 1 rope 
Er et ac Rt 
olen ers at oe as? ae 


owing ime agra dept the ssation. Again, ne that Os the sat of the fe 


z 3) =10% 


‘Te fate va cane found by separately calculating te FV ofeach of the tee pay 
an he summing tose individual future values: 


‘chert Fistporment 310000. > Z 


Second payment 10,000» 2 
Thanlpaymet 10000 >A 
‘asa 


‘And, again, this same Tote Value cm be found by using the fate value of an 
‘due (FVAE) fctor fom Table 5, Future Velue of an Annuity Dus loeated a the end oF 
textbook, as follows 

VAD = $10.00 (aaity amount 3.64 

Of couse, (fuego amounts ae fyesed each year, we can’t solve the problem by weg 

‘he annuity tiles, The future value of cach payment would have tobe calulated separately 


Present Value of an Annuity 


PRESENT VALUE OF AN ORDINARY ANNUITY 
#207 Yon wil ear in ater chapiers that Uaniies and receivables, with the exception of coin 
wade receives and payables, are reported in financial statements ot their present vale 
‘Most of tes financial nsiuments speci) equal periodic imerest payments c install 
‘payments, Asa resul the most common accounting applications ofthe time Vlora) 
‘involve determining present value of sanuites. Ax nthe future value applications we di 
cussed above, an annuity can be cher an ordinary annuity oan annuity te Let's ook 
‘tn ondnary anna fs 
(On page 278, we determined that Sally Rogers coukl accumulate $33,100 for grade 
schoo! by investing $10,000 tthe er! of each of tee years at LOSE, The $33,100 bs he 
ture valle ofthe ordinary smaity described, Another alterative ix wo invest one sing 
amaunt at the begining ofthe thre-year perio. (See usuation 6-8,) Tis single ance 
‘ill equal tne present vaiue atthe beginning of the three-year period ofthe 500 fue 
‘ale I: il also equa the prevent value oF the $10,000 tree-Year ana. 


‘36.10 


1p 267 


ea eee 


Srinitheniye” —Gatbeaste iowa $106008 Seon of enn ee 


a 


‘The present value canbe fou by separately calculating the PY ofeach ofthe tse pa 
‘nents and then sarin dose nv present value: 


Pvotst 

Payment r= 10% 
Fistpayment ‘$10,000 = ~—«9OROP 
Second paymont 10000 x45 
Ted payment 10000 <= 75131 


Tot 


A more cicient method of calessting presen yale isto use Tabled Peseat Vale oa 
Ondinary Annuity, locate al the end of this textbook: Graphic 6 cows an excerpt 
Tabled 

Using Table 4, we calculate the PY ofthe ordinary annuity (PVA) as follows: 


PVA = $10.00 annuity amount) x 248685" = $24,868 


—— 


“Deretaintip ewe be presclval ane Fr alee asm ca be e- 
onlay flows 


Aeiacosls betmeen 
‘hore lve oriary 
Sty 


me secron 


‘huuereanion 6-9 
Prevent Vale of an 
‘rvuy Dow 


Preto wae of om 
ony ae 


Inthe preset wale of 
Sharm due ne 
‘orot needs to bs 
removed from he frst 
Cah payment 


Te olf Acuna ination Se 
“This canbe interpreted in several way 


1, $10,000 invested a 10% atthe en ofeach ofthe ext three years will accumu 
$1110) at the end of the thd year 

2. $24,868 invented a 105% now wi grow to $33,100 ater thre years. 

Someone wis ime valve of money i 10% would be willing oy $24,868 now 
{tw receive $10,000 a the end of each ofthe next thre years, 

4 your time value of mom is 10%, yo shoal be indiiecent with respect vo 
psying/eceving (a) $25,868 now cb) $33.00 three years from now, ar) $1000 
‘he dof each ofthe next three yeas, 


PRESENT VALUE OF AN ANNUITY OUE 


i at0% 


‘Once agai, wsing ndivicual PY factors ofS from Table 2, the PY ofthe annuity due cn 
‘be calculated as follows: 


Payment 
Fistpayment 10000 = 
Second payment 10.000 + 
“hid payment 10,000 = 


Total 


‘compounaling period an the facice used of {0909 is he PY factor of $1 far one pei 
10%, and we need 1o remove two compounding periods of interet from the third payer 
‘The factor sed 0 82645 is the PY factor of $1 for two pesiods and 10%. 
"The relationship between the preset value and The Fue Yale ofthe asmuity canbe 
pied graphically a Follows 
= 


Future 
“alae 
Stato 
endof tndof 
yer? fers 


23) = 10% 


Ling Table 6, Present Value of sn Annuity Due, locate at he endo this book, we can 
tiie calculate the PV af the any duc (PVAD) 

PVAD = $10,000 (anoaiy umount) 2.785 = $27,355, 
“Tete understand the relatiooship Between Tables ds! 6, odce thal the PYAD fac- 
he paris, 16, rom Table is 273551, This Smythe PVA actor fr two pe 
fk 5, oF 73984, pe 1.0 The alti of 1D aeflet he Fat that te fit payee 
soc rquie the removal of any forest. 


VALUE OF A DEFERRED ANNUITY 
1 vahations often valve the preset value of ariuities in which the firs! cash 
i e4feted 0 occur more than on ne peo ae he date of the agreement, As the 

[fhe annuity defer heyond single paso, is type of anmity i refered 0 
jamal? 


Te 
ne? per 


een valve of the annuity ca be cuulated by summing the present Vales ofthe 
val cashflows each scouted 1 today's PY’ 


Payment PV efS11= 10% PretamtValow 

ee ae Try 

room %% eas. oa 4 

wpm gm ms 
0582 


ash oun for 8 
Site 
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A wore efficient way of calling the present value ofa deferred annuity involves a 
tworsep process: 


1. Calculate the PV of the anuity 250 he einsing ofthe any pest 
2 Discount the sige amouat cal ulated in (1) 0 ts preset value as of roa: 


J this ease, we compute tbe present valve ofthe anuily as of December 31,2007, 
‘nuipying the annuity amount hy sh thiee-period endinay annuity factor, 


PVA = $10,000 annvity anon) % 2.48685" ~ 52.685 
rmeowscn clon ey anny of en == Te 


“This isthe present ye ax of Decsinber 3, 2007 This single amount then dace 
preset ale 3 of Fanasy 1,006, by mang the following ealeuato 


PY = $24,468 fare amount) > 82645* ~ $20,552 


i= 10% 
a 
naz er 


1F you recall the concept you lear inthis chapter, you might hink of other wags 
present value of a defered annuity con be determines, Among them: 
1. Caloulste the PV ofan aneuity duc, rather than an ornary suit, and then 
iscoun! that amount thre periods rather than 0: 
VAD = $1000 (anit amount) > 273584 
“Yrs se ofan n= 
‘This the prsen val as of December 31, 2008. This sinale amount i then 
edaved to presen yale as of January 1, 2006 by making the following calculate 
PY = 97455 « 7513s = 900592 
2. Fro Table 4 subtract the two-period PVA factor (1.7354) from the five peri 
factor (3.79079) and mally th difference (2.05525) by $10.00 wo get $2,582, 


so7ass 


Solving for Unknown Values in Present Value Situations 


‘ fn resco vale problems inslving snus, there are ar variables: (1 reset ae 

1 erty ly VA) ar een ae an any Ss PVAD), (th smo 
ach arity payment (3) tbe Mare of pesods and (4) the interest te, & I you 
Sy eso thease You canbe Sere 


luseeanon 6-11 Aare hat ou bomen $700 Fam a and od 
remain anlar aging ae yu dy 
Seemann ef moray af sua a Whe 

‘toon Orher Variables Adee any amount epay He nan a 


CHAPTERG Tinea of Maney Concepts — 5, 
lowing tine diagram illstses the sitaion 


sophie 
or arte, 
oo 
Sty neu aececte = 
SRB ore 
neu eee 


reir payment isthe enn amouat that wl jrovide a present value of $700 
pedivcrunig that amount A scout neo WS 


1 vale) = 3.31219" annuity amo he nian variate 
5700 (prevent value) = 3.31213" anny bry 
Seamangog alyeesicaly, we fo dat the annuity amount is $211.34 Sei ae 


$700 (ese value) + 331215* = $211.34 (annuity amount) 
"Pett nn ermine Ba 

Yoo would have to make four anmaal payments of $21.54 10 repay the loan, Tt pay- 

sof $845.96 1% $211.33) would include 8145.36 jn inerst (9885.96 ~ 700.0), 


Therumber of years the Vain of m that wil provide a present value of S700 when dis 
S100 aw dscount rate of 7: 


$700 resent vue) = $100 (mumty wut 2 he wsinann atae 
pela ee Narn ore a Shgranoeral 


ung slpebesically, we Find thatthe PVA table fc is 7.0 


S14 (pest yale $10 aemuity anim) = 70 

meeeciciodanyocateasene iam 

you const the PVA abe Tle 4 you earch the 7% ehumn (d= 75%) fr this 
on 10 Soi wo ake appro 0 year tea the oan 


ee 
end ofeach period, ‘The flowing ime diagram illuszstes the sivavion: 
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Determiing the 
‘ivown erst 
‘hearer ert 
bearer 
‘The interest ae i the discount rac shat will rowie a presen vale of $31 when d 
soning he $100 four yeu dinar sou: 

“he woh eile fit essa) 28 
Itke tear re sie oreo ered 


Reatranging algebraically, we find hat she PVA table Factor is 3.31. 


$5381 (preset value) = $200 (annuity amount) = 3.31 
eortinone i ons) wmnyetsiin= le? 
‘When you consi the PVA table, Table 4 you search row four (x = 4) fortis value 
finden he 89 colume. So the ees ve nfetes rate is 8. 


etormining the 
‘tearm ath 
tows 
$200 annuity hag = 31 = 7 
. $200 angi paymant hae n= 4 =? 
‘The interest rts the discount rate shat will provide a present Value of $400 when 

‘counting the $100 thes-year ordinary snuity pls the $20) to be wexived in fone yar: 
Te wninown viable 4.400 (present value) $100 (annuity amount)  ?* + $200 (single payment) 7 
Inthe interest rate eettie dasa meat helt 


= 
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‘Ths equation involves two unknowns and is not easily solved the two previous 
‘Ono a to solve the problem isto naan th answer For example, We 88 
‘sine be 94, the tral PY ofthe payment would be eae as follows: 


BY = S10D(253129%) + $200 708487 


case the present value compote is ews than the $300 Nero, wing 9% removes 
macnn, Recalcylting PV with = 8 reals in PV S405, Thine dt 
ire rt implicit the agreement is betwen 97 ar 


ce appropriate table, mse each of he following nlependent questions. 
1 Wal the ftir value an ammuityof $2,009 invested tthe end each of de meat 


“pei a 35 incre? 
2 hats he tre vale of am annuity of $2,000 invested at the beginning of each the 


“1 Wits the preseat value on anpuity of 86000 to be rcsive. athe end ofeach of 
Ihenext ight pero aysuming at interes rate of 10%" 
Wan sth resent value ofa anit of $8,000 tobe recived at the beginabne of 
‘ach fie nea eight pends suming as nore rate of (08? 
es tovght a $3,000 audi eystem and agree to pay forthe purchase in 10 equal 
Insallmems of $408 ening one year rom ida. Wht is the iene rate 
int agreement? 
Ji tog 93,000 audio sytem and agreed 10 pay for he purchase in 10 equa 
tein isaiments tenn one year tom today The eres eae 124, What she 
“Reuo the annul instalreat? 
Jue hgh $3,000 ano system and gyed 1 pay fr he pschase by making nine 
sul onal installments Pegiening ove year from fea put amg-sum payment of 


opt an audio system and greed w pay forthe purchase by making four eu 
esialimens of S800 bepinirg one yea from ay pus lump-sum payment of 
‘$1000 heen ive yours The ice rate is 127%, Wat was the cost of the ado 
{lin What isthe preset vale af the cash payzects?) 
Paupt an ano system and agree Yo pay forthe purchase by making Five equal 
telnet $1,100 beginning four years rom vay, The eres ae 12% 
twas he cost othe audio system (Hin Whats the jesent vale the cash 
-povens) 


i= $2000.47. 3380" = $14,672 
acccetenmoary emia B81 9h = Pot eS 
LEVAD = 52.00 X 7.9228 = $15,896, 
artnnetoneraty ee 85a oh Te) 
A= Saou 5 33495" = SI2010 
in one my $= Ra = on ke 
LPYAD = $6,000 $8682" = $35,211 
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Preview of Accounting Applications 
of Present Value Techniques—Annuities 


‘The tme value of money bas many splcsions in seeming. Most of hese aplication 
volve the concept of present yale, Because financial instrument typically speci equal 
rode payments these applications quit often inva annuity situations. For example. 
consider one accounting situation using both an enfinary ana ad the presen vale 
‘gle aamount (longterm bonds). using an annuity de (long-em eases), anda 
ting a defered annuity (pension obi gations). 


VALUATION OF LONG-TERM BONDS 
‘You wil learn in Chapter 14 thats lona-er bord usually requires the issuing (bo 
‘company to repay a specified ammount st maturity and make periodic tated interest pay 
‘over the ili of the bond. Te rated ners 


‘place will dewermine the price ofthe bonus base on the marker rete of intros for 
ments wit similar chaucterstics, The mapket rate at dale. of tsvance may not equ 
‘bond iced rats in which ease the pice ofthe bonds (tbe amount the i-uing Soma 
‘ually is borrowing) will nat equal th bends’ Face value, Bonds issued! at more tha 
‘yalue ate said foe ised at a preiun,while hoods sea less than face vale ae 
(orbs issued ata discounl, Consider Ue example in Mstration 615, 


‘To detwnine tbe price of he bunds, we calculate the present value oF the 40 pero 
‘ty (40 semiannual interest payroent: of $10 milion) and the lump-sum payment of 
rullion paid al matunty using the scriannual market rate of interest of 

form, 


PYA™= 510 million annuity amount 1.04620 = $180:4683,000, 
[PV = $200 milion lump sam) * 09722" = _ 19,444,000, 
Pes ofthe bond ius ~ $169,507, 000 
te nte teemtlay tear namo 
Eeseaiired refi 
‘Te ems wil sell for $169,907,000, which repescats a dikcowat of $30,095,000 
1$301.000,000 ~ 169507.000). Th alscoun resus from he diffrence Retwecn the semi- 
aa sated ate oF 5% ara te ares eae of 6%, Fumaturecands $168, 907,000 in 
ea cash anda corresponding Habit for bonds pays. We dscns and usta the 
“eri nezants ose a ecb his tamecton i Chap |4 


JATION OF LONG-TERM LEASES. 
eqently aequie the uso of asset hy easing rather than porhasiag then 

cially requis the puyinept of fixed pounds at repsla ical aver the Hie ofthe 
You wil learn in Chapter 15 that cena long-term, mncaneslble eases arrested in 
aoe sini Wo an installnent saleby the Testor anc an installment purchase by the 
Thar words, the lever rece receivable an the osee rods abit for he 
ngallment payments. For die ese, his eis thatthe Heased asset ad Gore 


ymens at epesens terest leaving the puro ha represents payin forthe 
il cease the int payment dae mmektely os emma for kas, hi 
sation, I uation Fn 


VAD = $10.00 (aot amon) 9.98474" = $9.47 
‘ress roan 


nly wl valu the eased asst and coresponding Kase bit at $09.87. 


‘iesliflerence between this amount and tot fur es payments of $250,000 ($10,000 
125) mpront th rere ha pis i hi agrees Tha iference renee a 
ner the life ofthe lease. 


[OF PENSION OBLIGATIONS 
ns are portant compensation vehicles wied hy many U8. companies. These 


stant fms of Steed cmpemation athe pension bees ae ale 
fry wae ou will arin Chater 1 het ome pes pan ete 
ing eons tris pro tt ms be pas an tr emer ped. 
gun ae fnded rng the rayne pers Th neon compas om 
eis ein fants aml wh he anon of ruling un fds 0 
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‘ay exployees the retirement benefis hey have eared, The amounts contributed ste 
‘mined using esinstes of retirement benefits The elu amounts paid employees dc 
‘retirement depend on many factor inc iding future compensation levels and length of is 
(ConsidaeIustetion 6-17 


‘To determine the required contibutia, we calculate the present value on December 3, 
2008, of the deferred annuity of $2.00 that begins on December 31, 21], is expecta 
to-eod on December 31, 2050. 

‘The following tine diagram depicts hs situation: 


Present 
‘ue 
“ saom, 
7008 2007 2050 2031 Eo 2080 
nae ave 


We can calculate the present yal othe annuity using 2 tworstep proces. The fis 
‘computes the present vale othe ann iy as of December 31, 2030, By multiplying the 
‘ult aoa by the 0-peri ordinary aomaty fact: 
PVA = $2.08) (anmuity amount % 1146902" = $22.940 
Sacer etary siya no Me 
‘Ths the present value of December 31,2030. Tis single armour is den reducer 
presen vale as of December 31, 200¢, ny 2 second ealclaion: 
BV = $22.40 fic amount %. 246 = 85.6 
Stridowell wou! have to contribute $5,656 atthe end of 2006 fo fund! the estima 
sion benefits eamed ty is employee in 2006. Viewed in reverse, $5.56 invested now a 
‘wll accumulate & fund balance of $22 940 at Decernber 31,2034 UF the Fund balance 
mains invesed at 6%, $2,000 ean be wthdenwn each year foe 20 years before the fu 
Aepletcd 
“Among the other situations you’ cout using preset value techniques are 
notes (Chaptess 10 a 4) ad pstrenrenicat benefits (Chapter 17), 


Summary of Time Value of Money Concepts 
Grape 6-5 summarizes the dine vale f mame coneps dixie thi chal: 


=< 
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SOLUTION 


1, Wy were the Castellanos ta recive $43 million rather tha the $141 milion lottery 
prin? page 220 The Catena chose t rece the ty winnings none mp py 
Feit eat rather thin n 6 equal areal indallvents ei ineciaty The 
Se caetts the present value ofthe 26 ual payre', withholds the necessary fee) 
ince i ad paste Castes the remainder 
ins interest rate the State of alfrni we to cake the $42 milion mp-sum 


pment? (286) The equal payment feet by coving $141 milion by 26 eins: 
$141 milion = 26 ~ ss4z3077 
Les: 3% feral income tax 6at.t38) 
Neo 6 pyeent sara 


Sie st payment rage immesiately ths isan aul de stustion, We must 
the crs rate ta prides 3 present value of $43 lon Ther is 26 period om i 
D6 We can surat te fiat payment trom ne S42 milion ance t= paid immesotey 
sndsike wang the Yiperiod erdirary ana able (Ut the 25 rnin arma pay 
ret egg im one yea? 


Gumne 6-5 


Summ of Tie Vale 
of Maney Concapts 


‘he Roe of Accounting a nlarmatin Stan 


$83 rage , 
PVA factor ee soasiet f 


omen mt my Senay Bn Tk aie me 
So, the interest rte use bythe sec wes ppronimatey 6 


\arious long-term lables that neue Bonds. notes. leases, porsicn obligations 
Posretvementbenefis other than persons. We study these detail in ater chaper. 
} 


THE BOTTOM LINE 


1. Adoltartday is worth move than = dollar tobe eeeved nthe fate. The diference’ 
teen the present value oF eash ows and their Tae value represen he tine 

‘money ntenest isthe rent paid Fr thease of money over ie. 

‘The future value ofa single umoun is dhe amount of money tha dollar will row 

‘some point inthe future. I computed by mufaplyiag the single amount by C+ 

‘wher isthe interes mle ond Ihe amber compounding periods The Future 

‘ofS table allows forthe ealelaton of future vale fr any single amou by 

the faion ar various combinations of Fd m 

‘3. The presen value of single amounts the amount of money today thats equiva 
‘given amount fo be rcetved or pa inthe future. Iie computed by dividing he 
‘amount by (1+ 9. The Present Valve of $1 tab implies the cale ulation ofthe 
nt vale of ny future amount. 

4, There are four vsiables inthe process of adjusting single eas flow amounts for 
time value of money: present value (PV), future value (FV). and. IF you kom 
three ofthese, the fourth canbe computed easly. 

5, Atrannuity iu series of equa-sive ea Mow occurring over eal intervals ofS 
‘An cuinary ansuity exists when tie can lows occur athe end of each period. Aa 
‘buity due exiss whoa the eash flows osour st the beginaing of each period, 

16, The future value ofan ordinary annuity (FVA) iste future value ofa series of 
size ca lows with tho first payinent aking place atte end the ist. 
period, The last payment wil ot cam any interest snes ii made a the end of he 
‘uity pied. The future value of 20 aamity dae (FVAD) i the fate value of 2 
‘fequalsized cash flows withthe fist payment aking place tthe bepining of te 
uit perio (te Beginning of theft corupounding pica). 

7. The present value ofan ordinary annuity (PVA) isthe resent value of a seies of 
‘ec eash flows with the firs payinent aking place atthe en of the fis campo 
eto. The present value ofa any due (PVAD) is the preseot value of 8 
‘Suatsized cash flaws with he fst payment taking places he beginning of te 
lity period. The presont valve of cefered anny ta the present value ofa see 
‘squaksized eas lows with the fest payment taking place mors thon ne time penn 
terthe date ofthe agreement 

A. In present value problems involving anmuiie, there ae four variables: PVA o 
‘he amity amoung, the number ot cerapendig perio (mand the intrest rat 
Yyou know any thie ofthese, you can determine the fourth 

9, Most accounting applications oft tne value of money involve the present vals 
‘muti. The inal valuation of long-term bonds detenined by caleulting the} 
fu val ofthe peril sata ices! payne ard he present ale of te 
paymemt made ar maturiy” Cena loig-te leases require th lessee to compe 
Present value of fru ease pays 1 vale the leased asset and cortexponding 
tbligation. Also, pension plans reaute the payment of tered aries to retirees 
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lew thesinaton described in BE 6. Ho nc wil Late acumen ae ea by dpe 
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CHAPTER 


Cash and Receivables 


LEARNING OBJECTIVES 


FINANCIAL REPORTING CASE 


What Does It All Mean? 


Your roommate Tox Bley, was suring te net 
Tocking fo intron about his futre employe 
{lo Systems, Ya a engineering maj revel 
cet pasion with Gc, the words ingest 
vider of haar, sftrare, and serves tat 
Sve the Intemet. He natieed on article on 
TheStueeteo entitled "Caco Trips Bad Account 
Provson” “This ses’ lok goo Yotd gum 
Die. “The article sas that my new employers 
‘feadbest account col hs wore than ple 
‘He spn ofa yea. | ques those dot-¢om om 
panies are an paying te bis. But tissemtence 
Js eontuing, ‘for Oe fiscal fist quarter Cis 
‘moved $275 wali fem operating cash to cover 
potenti nonpayment rom fed customer’ Oks 
they atusly awe cash andi, where ti they 
move ic and win 
Yow studied accountng for ba debs in your 
linermediate aecounting hss and ae confident 
you can Hela. Aer reading the ate, you em 
Fort To “Fit of t,he tenn provision just mei exper anny Cc dd ese any eas. The company 
‘aes what i elle the allow methodts occa its ba dens, ad cooks he ke smly recorded $275 
flor apens fore quarer ard nese te aTloance fr unelletole aes Tadd was rat Happy 
tet yur answer “Pods allowance meth uneatecUble aceou(t! | want you to help me undestan 
rot ke things wense™ "Okay you afer, Nets er tthe beprning* 


‘QUESTIONS 
1 Epi the aloance method of accounting or bnd debts (page 314) 
2: Wat sppoaches igh Cio hye wed Yoav atthe $275 millon bed det prowsion? (nse 31), 
5. Ae tere any alternatives ta the stance mh? (page 317) 


e101 


Inthe cater chapters of thin ex. we soe the unserlying measurement nd repaning 
sept forthe basic finance atcments presente extemal dejsion makers. Now We 
‘ur aticrton othe elements of those Snare stlements, Spicy, we farther © 
he elements ofthe balace sheet including the inane sateen effects of trast 
‘volving these lems, We ist are assets, then ilies, sia Bally shareholSet 
tity This chapter fexuses no the curve ast cash and eash equivalents and rece 


‘CASH AND CASH EQUIVALENTS 


‘Cash jnclades curency ane coin, balances i ebecking accounts, and items accept 
‘epost in these ascounis, such as checks and money ordrs receive from cistomers 
{orms of cash represent armounts realy availale to payoff debtor to wae in operat 
without any kal er contractual estioion. = 

‘Managers typically invest emporaly idl cash to ear intrest on those Funds rather 
‘Keep a inscessurily lage checking count. These amown are exsonialy xiv 
"ash because they can quickly come svailable for se a cath Sy share highly 
ii investments that ean he readily converted to eash with ile tsk of loss are Viewed 
«ash equivalents. For financial reporting we make n cstinction between cash nthe fern 


‘ty ate no longs than tree toons rom the date of puree. Companies 
Slexilty in designating cash equivaleots end mast exabish individ plies 
‘hich short-term, highly quid investrens are clasified as cash equivalent, A som 
policy shoul he consiseot with the us wetivation for acquiring eer types of 
‘ments, The poly should he diselosed inthe notes tothe finance statement, Crap 
shoves a. noe from a recent annual report ofthe Sears, Rocrack amd Co tht pues 
serption ofthe company's cash equlent 


‘The messurement and reporting of eash and cash aquivaleas are largely ra 
hecase cah generally presens no medsarement problen. Is the stancand medina 
‘change nd the bass for measuring ass and abies. Catal est equivalents 
‘are combine! and reported ay 3 single snort in Ue balance sheet. However, ca ho 
‘vallabl for use in curent operations because ii restricted fore special purse silly 
‘ssf in oe ofthe aoncurrent ase! categories. Restited cash ssc Ie 
chapter. 

All ets rust be safes aut! posible misuse, However cash the mos 
asset these mont eal expropristed. Asa esull, assent of nero cont of 
(saey accountng st, 


Internal Control 

‘The success of any business enterprise depends onan effective system of internal 
‘Imermal conto refers 1 a company’ an o (a) encourage aerence Wo Company 
and procedures. (bj promote operational licks, c) minimize errors and the a 


= 


ih iy sie cen at in sence gp 

refec on cas cased lmprove te aos) sa eb of og, 
mand sale he companys ae 

seal fom our Gnesi Coa | at Scion 4 of he Sere Ae of 

{atest compni ot ely cine ei salons dae 
ae hrs ph pen ace The 

rcs own sts nt copys bane eee es 

seat igre: 


fa Sponsaring Ongenirations (CUSO) ofthe Treadway Commis 
cial 


rough, among other hing. fective intemal cools, 

TCOSD defines intrnal control ae 2 process, effected by un cniy's hoard of directors, 
sid oer pesuntel, designed io provi reavonable asuranee regarding the 

af bjetives inthe folowing categories: 

eeeivenoss and efficiency of operons 

Relabity of nancial epotng 

Cenpiance wth spplicae Lies and egulations? 

Acta pee of a internal ctrl system isthe npr tion dates Individuals that 

vss eiposility for assets should not alo have sccer wo accounting recor. Foe 

ol ifthe sure indviual has contol of beth the supplies inventory aid the uceount- 

‘te theo sippies could be concealed by a reaction of the supplies aceount 

ah 6 he most gu of all assets a well-deigned und functonig system of ies 


teach receipt process. Mest nonresalhusiesges receive payment fr gests by 
ecved trough te mall An approach to nteraal onto over eash recep mig 
he fllowing sep 


lasting the amon and payors name. 
_HinployeeH takes the check, aon wt one copy he sting, othe peso 
~ r nthe company's bank accom. 
the aecennng departmcn! whore the 


see rceivad should equal the amount deposit 3 verified by compurison with 
generated depenit lip aa the amount recoded nthe accounting records. This 
accuracy swells Safeuvund cash again! thet 


CONTROL PROCEDURES—CASH DISBURSEMENTS: 
venol for cash dishunernets should he designed o prevent amy wnoubrized pay 
ease hat disbursements are recorded inthe proper general leer and nbidiry 
assons.npanant cements ofa cash disbursement comtol sytem inchide: 

4) Allgsburements, oer than very small disbursements from petty eas, should be 
nal by check. This provides» permanent rca! ofall disbursements 


The eect ot a 


eaMigher eectae 


Hearomie Macon \ 


2. Allexpenditures should be cuthorized before a chocks prepared. For example.» 
‘vendor invoiee for he purchase of inventory should be conmared withthe purchase 
der ad reciving report to ensure the accuracy of quaint, price, part amber, 
tal soon. This proces dhould clude verifcaon of the prope ledger accounts 0 
be debited 

3. Checks should be signed only by suorized individuals 


Responsiiliies fbr check signing, check writing, check miling cash disbursement 
‘wnentton, ad recontheepingidcally shouldbe separa whenever possible 

‘An important part of any system of sternal control of ea ste perio reconciles 
‘of book balances and bon balances ths coerect balance. Tn action, a ptt cash stem 
‘employed by many busines enterprises, We cover thee Lopes in Appenn T bes 
ning on pug 332. 


Restricted Cash and Compensating Balances 
‘We discusted the clasitfiction of assis and Habilties in Chap 3. You shou recall 
only cash available for coment operations ori salty current Habilitessclaslfied a cu 
‘ot asset. Cash hati estricted in some way and not wailble for cument we sally 
rtd as investients and fds or other assets, 

Restrictions on cash ean he inform arising from managements nent o ue a cea 
amount of eavh fora syeiffeparpose ar example, capa muy set aide fonds fof 
‘ture plat expansion. This cash If mates, should be classified ae investments and fond 
‘ther assets Sometimes resections re contractually imposed, Debt instruments fr 
ste, requenly require the borower ose aside ands often refered oa sinking 
{or the future payment of debt In thes instances, the resected cash is clansifed ak 
‘ments and funds or other asset if the debt is clei as omcurent On the other had, 
‘he ability is eure the restric cash aso casi current, Disclosure notes 
descrte any material restitons of cis 

‘Banks fequenily require cash restrictions in connection with loans o loan comm 
(lines of erect). Typically, the borrower is askew maintain a specified balance in 
Interest or nointeesthearng account the bank (creditor), Te required balance 
issome pesceaage ofthe commited anount (kay 25 19 3%), These ae Known a 
‘ating batances Beeaute they compeose the bank for granting the loan or extending 
Tine of cred. 

‘A conpensating balance results nthe borower's paying a effective interest a 
‘han the stated rate on the des: For xa, soppose that a company borrows $1 
fom a hank at an terest rate of 12%. IF the bank requires 4 compenseting blanc 
‘52,000,000 wo be ed ina noinerest-boaring checking account the compa realy | 
‘owing only $8,000,000 ihe loa Iss she compensating blancs), This means an elle 
Interest rate of 15% (51,200,000 interes divided by $8,000,000 cash aa fr use). 

‘The lasificstion ad disclosure of «compensating balance depends om he nate ot 
restriction and the classification of te elated debt? the restelotion i legally binding 
‘ish js clissifed as ether Curent or soacurret (investments ad funds or other as) 
Pending onthe classification ofthe relaod debt In eter case, nite seks 


‘ivalents, with note daclosure of the srangement. Grape 7-2 provides an exampi cf 
ote disclonure of « compensating balance for Rag Shops, Ine. a company that 
‘chain of real raf and fabri stores in 4 numberof eastern sates 


[DECISION MAKERS’ PERSPECTIVE 


Goer is refered 050 Roneaang ast Recanse it cura no tee. For this e600, 
funges vest idle cain either cash cxvalnts abr srr eesti, bth of which 
‘pd tim, Managemen’: aval Iso bold the minimis arnount ot cash mecessay 1 
foe! normal business operation. meet is obligations and take advantage of opportans- 
“is Too mich cath redaces profits rou os rears, while oo Tite cash increase tsk. 
‘hs dest between nak unter i an ongoing choice nado by inter! doision mak 
"Wiebe the colce wade appari san aon asssroem mae hy vests am 

eee 
“Acapany must have cas sailble forthe compensating balances we discussed in he 
reds terion a wel a or panned disbursements related wo normal eperating, investing, 
Tuncing cath flows. However, becmise eash inflow and outflows ean vary from 
[amc a company needs a allitoral cash cushion $a precaution aginst that 
The He OF The cushion depends on the comcany's ability 10 comvert cast 
‘sn short-term investnens ins eash icky, alg with is shorter borrow 

sins. 

Tigi is « measve of « company's cash postion ac overall bility fo obain cash in 
erm esse of basins. A company fe asimed wo be igld i as uffiet cas 
of eamyering other set cash na relatively short orig time so that sur 
ees ca he met Freer, is messed wit espct ithe ability wo py eu 
auring debt. The curent ratio i one of the mos! common ways Of measuring 
sd ecalcuated by dvkling cnet assets by corer iaities. By comparing l= 
aust esate in the near term with ast tht elther ar csh o wll be con- 
to cash in the fear term we havea base messine of» company’s lily. We ean 
te measre by adjusting Yor the inlet ssp ofthe erreur dh all us 


tha with be current ra, We discused and Mostrated these hyoidty ras i 
a 
‘Resunlevaste he saquacy of any ato in the case the instr i wih the 
opens snd ther spi circumstances. Bears ind, thou, tht industry 
tively one indiatoa of acceptably and say ratio but one nication of quid- 
“Posehliy, fr instnce, ie perhaps the best fong-raindicston of tguidiy. And 3 
nay be very efficient sn managing is cwrent ats 30 tha, sy. receivables ne 
"ud han the otherwise would be. The revlvablestumover rata we discus in 
ih hie chapter offers mess of managements ef ciency inthis par. 
ge may ecinigues thal a compny can ue orange cash balances. A discussion 
sues beyond the scope ofthis text. However suficiemt here to under- 
ist umagement as ake peta decisions et cash tha ave a ditect im 
ona company's profitbity and ak. Bacause the ack of prudent cach manayetent cm 
i Llre of am ctherwise sound company, ts esata hat managers as well ax 
evs an reditor malta close vg ver this acct of acoxpany's eal. 
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(PARE, CURRENT RECEIVABLES 


Receivables represent » company's clsinsw the fae elistion af cash, other ase 
services. Recelvables esting fon he sal of goods or services an aecoant ue called oe 
‘counts recevable and often ate refered os ade recenuables, Notrde receiablen ste 
‘those othor than trade receivables ay! amlude tax refuel clams, ineestrevelvabe ag 
Joan’ by the soma Yo other ents inclading stockholders and employees, When = 
«sivable, rie or nontrade s wecormsnied by formal promissory not, its refered to 
note receivable, We consider notes receivable after fiat discon accouuis receivable 

‘An account recenatle As you say receivables, elie tha one company’s clam w the future collection of cst 

ESSERE Path comespomis to another companys (or ld vidua's) obligation to poy cash: One company’s 

raph account receivable willbe the mirror image of another company’s account payable 
measurement issues are identical. Choper 13 addreses accounts payable and other eure 
Fabien 


Accounts Receivable 
‘Aesountsrcaivable re Must snes provide ere to their uscomer. either because it's mot practical Yo equ 
ESR RES immeaiate cash payment ort encourage cuxoeers to purchase the compuny'sprduset 
Ex cetiitery ers service. Accounts roeivable ae inna credit aragementssuppeste by an itv? 
Stone ora ental are de in 30 60 days afer ese. They alton ways ae lasied 
pons ore §sscts because hei moma collection period, even i longer than a Yea. is part fan 

fore les than. the operating eye 

‘The point at which sects eval ae recog depend nthe earnings poets 

‘pel revenue wad the company. We discusto the ratizstion principle in Chapter Sand the eiteia tha 


mieten be met before revenc canbe recopycod. Recall hat even can be rece only. 
Mie pony HE eamings proces sire compte wd coleton Tre the customer i 

Siahoery athe ceri Fhe typical cre sale, these err are sata the peut of delve, 

Prodectorservn, prot or service 80 revenue athe lated receivable re reengired al that ine 
INITIAL VALUATION OF ACCOUNTS RECEIVABLE 
‘We know fom prior iscussons hat fcev ables shouldbe recone atthe presen ake 
future cash ects using a ais nee at So, «810000 sale on re in 30 
stl et in rcs vale the pest value ofthe $0000 nha words 
ners potion ofthe $12,000 de In 30 dys sould Be reroved ad recognize as 
revere over the 3p i a les evemoea date of every ofthe pc 
mony inet rates 2, the recy mul teva a $9804 ated ym 
plying the uur ish payment of S10 000 by the resent vale of $1 ase mei 
28 (8089). 

Tepetalacoune However, Because the ifeeneehetnec the fare amd present vale of acount 


xceble vated 3 sivas 


matsial, APE Opinion 27 specifically exces scouts receivable 
that receivables be reconded at present value* Therefore accouns 
‘are value atthe exchange price agreed on by the buyer and eller. ln 
move. ‘ample, bo the necount receivable an! sales revenue would be recorded at $100 
tscves wo sapects of accounts receivable related Yo heir imal Yaluaton trade 
and cash discounts. 


Trade Discounts. Companies Seaueny offer inde discounts to eastomers, use 
‘ercentge reduction fromthe ist pie. Trade diets cam be a way to change pies wi 
‘ut publishing a nev catalog or odie veal pices fom competitors. They aloe 

{to give qaoiy discoonis lags cuscomers For example, a manufetirce might sta 
Shine para $2.00 but eli tow easter a ist less a 10% dicount, The tae scr 
S250 is mot recgniced dretly when rerading the transaston, The isc ive 
secly ry reconing hele tthe net scout price of $2280, not atte st pic, 


oe 
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alt distinguish» mae dscout fom a eashdiscomnt. Cash 
repose rdctons nthe selling pice a pod 
a hy credit customer if pad within a pee peo 

‘time, a discount intended 0 provide incentive for gush. payment, 

“The aca of the discount andthe time period within which its availble 

sna cops terse 210,120 oamiay 22 Scot pall wa das, 


en theme a a ae fee Oh a he et wet 
als yevenve to be tbe net emu after discount, andy discounts not ken by the 


sieht hy using the gross method, we record the evens and elated eeiyable tthe 
300 pie. On rertance with he disown pete, the 5280 isco seconded 
Jeb an acco called sey discus. Tiss cones account o sales reveMbe ahd 

fom sales reve derive the mt sales repr! in he income statement. For 

ra afer th discount prio. aa is simply increased and accounts receivable 


348 secnon2 


Which is cma ly ke et method usually reflects the reality ofthe situ 


tion —the el price $19,600 and'$120 isan imterest penalty for not paying fondly The 
net price usually sf pres expect hy the eller because the acount usually eft 
hefty interest eat that praden pers see wrwiling to beat. Consider istration 7-1, Ak 
‘hough dhe disco rate iy stated a 25 the elective rate rally 8 36.55, The bayer mt 
py 2% of the pre W delay payment ay udaiional 20 days beyond the 10-day deco pe 
‘od. Ta conver ths 20-day rate an anual rate. we multiply by 368/20; 


296 % 360/20 ~ 30.5% offetive ate 


Understandably, ast buyers uy w cake the dswount i a al paible, 

‘The difference between the two methods n terms ofthe effec of the wansactions on n+ 
‘come, sin the timing ofthe reengtion oF eny diseraits not taken. The geome method re 
‘gies discounts wot taken as revenue when the sale x made The a method recognise 
them as revenue affer the discoant peri has pasted and the cath i collected. Thos tnt 
smeaturement dates could bein ciffeen! reporting periods. 

‘rom a prctical standpoint, the effet on the Financial statements of the difference be 
tween the two methods usualy is immoteral Asa resal, mow! companies ose the goa 
rethed because is easier and det rie adjust enti for discounts not taken 


‘SUBSEQUENT VALUATION OF ACCOUNTS RECEIVABLE 
Following te initial valuation of an accent ecvable, two stations prs cal cause te 
‘ash imately cette es thn th al vation of the rece (1) tbe custome. 
‘oul etm the produc, or (2) the customer could default snd ok pay the agreed 0 se 
price, Wien seconmtng for sles and accounts eelvabl, we anicipae thee posits. 


Sales Returns. Customer frqucnily are given he right vo retwr the merchandise thy 
purchase if they ae not satisfied. We Ulscased how tis policy affect revenue recogni 
In@hapier 5, We now discuss it ror the perspective of aie valuation, 

‘When merchandise is etumed fora sting ot For red a be applied to other porch, 
‘he situation is called asates return, When practical a dissatisfied ewscmner might be ge 
‘special price reduction a an inceatve o keep the merchandise pursbased.® Ret 
‘common and ofien substantia in some industries suchas food products, publishing. and 
tailing. In thexe eases, recognizing retsns and allowances only ab they occur could ae 
Profit tobe overated in ths peri of the tle ard uraderstaed in he ect peri. Free 
tmple, assume merchandise sold Yo» cextomer for $10,000 in Decernber 2006, th 
‘month inthe selling company’s Fiscal ye, aid tha he merchandise cost 6,000. fal o 
‘merchandise is recumed in 2007 after financial statements for 2006 ae issued, goss pit 
‘il be overstated in 2006 and understtt in 2007 by $4,000. Assets atthe end of 206 as 
‘ill be overstated by $4,000 hocause« $10,000 reeivable would be recorded instead ef 
‘6,000 in inventory, 

‘Toaavoid missating the financial statements, when amount are meters tums shou 
‘be umicpated by subtracting an allowance fo estimated returns. For an example, refers 
IMusteation 7-2. 

“The allowance fr sales retums i cones account to accounts receivable, When rst 
czually occur he folowing reporting evid, the allowance fr sles returs i bie 
thiy way, income is noc reduce in te rua period but i the period ofthe tales revenue” 

‘The perpetual inventory system recoras increases (bits) sl decreases (credits) ne 
Inventory accoant as they occu. The inventory of S780 in the Firs et of enti ope 
Sets merchandise actually etrmed and on hard, while the inventory of $42,000 in the 
‘ond se of entries represents an estimate of the cos of merchandise expected tobe ret 
‘This ltr amcunt is Included in tho pesod-end inventory m the company’s balance sie 
even thoug the actual merchandise heloigs lo ather enti, 


seg epee i im a ngs nh pt ly 
{ernie stn neonate. ae ai ne 


ae 
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the new stale nny related accounting determinations fom that point on Sop- 
our illusration hat in 2007 actual returns from 2006 sales age $61,000, instead of 


tole As a ronul the 2007 adj enty 10sec) estimated retuns would be 

(6.900 in cot goods soldaveniry) ess hun ite 2006 estimate had been or 

bs Sins, if actual sets are $8000, the 2067 adjusting entry wil be $10,000 
higher than f the 2006 estimate hid been cores. 

low do companies extimate returns? Principally they rely on pat history taking ino 

any changes thot mig affect future experience. For example, changes in customer 

payin tems offered 19 cuscmers, and overall ccooome conditions might suggest 

fetus wil fer frm past retars The ask of =stiating wens i ade easier 

* TG Bacal Rapetlaged npn brabret ote Shen tnerg 


a 
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Gearie 7-3 
Declosir of Sales 

Roque Policy Meto- 
Solow Mayer, Ine 


uustesnon 7-3 
Bed Dats 


el 


Goldym-Mayer Ine (MM) is engaged inthe predesion and dist 
‘motion pice and television prograns and eaperiencestetuts in the home video 
Graphic 7-3 describes the companys approach to estimating returns. 


In some industries. returns typically are smal and infrequent Comparics i these 
‘ees uoually simply record etn the pei they acct becane the effet ie 
‘measurement and ase valuution i invustril Ina few situations, spoiicat uncer 
‘o fate collection is ereate by the rg of eta thse ea revenue recognition ee 
‘erred until the unceraity is resolved. We discussed this posit in Ceo 5, 


Uneollectible Accounts Receivable. Companies thal exend eet customer 
that ts unkly that all exstomers wil ally py their acco Bad de expense ia 
crea cont of yraming credit Is an operating expense incurred tb boost sles, As res, 
‘even when specific customer account haven't been proven ncllestible By the endo 
‘eporting period, the expense properly should be matched with sles revenic ithe 
‘atement for that pero.’ Likewise sis not expect tht all accounts reels wil 
collected, the balance sheet shoud sport ony the expected nt realizable val ofthe 


thats, the amount of cash the compary expes o actually collect from customers. An 
mute here needed wo record fad eb exponen the rele eduction of accouns 
ceivable, In an adjusting entry we rccnd bad debt expense and reduce accounts ree 
indretl by crediting conta account (allowance for uncolectible acount) tac 
receivable for an estimate ofthe amos that eventually will prove uncollecibe. The 
‘roach io accounting fr ad debe s aon a the allowance meta. 

‘There ae two ways commonly used fo ave at this stim of tue Bod dbs—the 
‘come sttement approach and the balance sheet agproach Mlustraton 7-3 i ed 
strate both approaches. As you proceed through the illustration, remember th the 
Approaches represent aleruative ways eam the dou of future bel debs, Ease 
‘the amour, the aceouning entries ane tea 


Totirga tanec we ig a pai 
{omen Dang fi Sta een ioc 


yaaa 


spate 


Income statement approach, Using the incame statement approach, we estimate 
‘debt expense a a percentage of each pore et ered sales, This percentage uaaly 
termined by reviewing the company's ecent history ofthe relationship between eed 
‘and actual bad dfas, Fora weltively pew company, hi peroentge may be obtain by 
Tenn io once sources such ae industry averages. 


= 
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the income statomont approach. the Hawthorne Manutaturing Company would 
ray athe end a 200 


-lowanse for uncelectibe accounts coms accaun (0 secountsreeivable, kn the 
‘arene cto ofthe 206 halance sheet, accousi ec vable woul! be pore nt of 
Aeallowance as fllows: 


Accounts receivable ‘0,000 
Lis: Alomarce for unesiecibeeccounts (24,001 
Net accounts aceble ‘25,000 


Quite ute, companies report the allowance for wncalecibleaesount mcm called 
lwonce fr dbf arenes) panenhetically ot akongsse ne acount receivableac- 

Sunt parsed by da of 2 comma. For example, Peltx Corporation repoied the | FeaEx Corporation 
‘virg under suet asset nits comaatve Palace sets fr 2004 und 2008? 


___ Sin ions) 
72008 2005 
eins en lewancas of S151 ond S147 ‘ss027 7 


‘Tre $4027 milion Figure tthe end of 200 isthe company’s estimate of he net reaie= 
nial of wenuntsecevable Acta (gro4s) aceaunts rece able atthe end of 2004 were 

lion (S327 4 S181). Using te nce 
‘Wsampotano odes thc the income statement approcch focuses onthe curoat year's sstement snore, 
“ook cley The eect onthe Balice sbec—the allan fo uncles tihe acount and 

counts ocevahle—is a incidenal result of estiating the expense. Analerna- Soneme nf etmsing 
“ert ra onthe balance sheet aunts seta. We love tH appoacs et tdci eapanee 


Ilan sheet approach. Using the halance sheet upprauch to estimate Fe had Using the baarce 

‘Ht. we determine bad deb expense by estimating te ot falzable Value of accounts e-_Mee! aPproac ba 

ewe epee inthe halance set In other wows the allowance for uneollesble Goes errs 20 
is determined. Bad dat expense i an indirect cutone of adjusting the allowance ssn te met 

‘othe desired bala ‘ealable aie of 

“Fe tke Hawhome Manuficuring Company example in lustration 7-3 the company Sseunts eee. 

lweldesimate he snout of wrclethe acon het wil wet ri the BUS 0 a c= 

oe eerable outstanding atthe end of 2006, Tis couké be done by analyzing each ca 

tome seea, by applying 4 peteetage Wo he entire utalaring rece lance, By 

dierent percentages Yo accounts receivable blsnces depending on the length of 


soi Matai 7-3A, 


‘The maragement ofthe Auto Farts Dison of the Santos Corporation ces a bonus 
ihe divi’ income ahiecs specie target Fer 2006 the target wl be acces 
1. wide margin. Mary ety Willams, Che eon of he Nien has been asked by 
Mile Santon, the head ofthe dvson's managertent tar, fy to euce this. ear 
ee and “bank” some ofthe pois fr future yeas. Mary Beth suggests that he dhs 
Svs ba debt expense asa pewrentage of net eet sks for 2006 be creased Foes 
Sebi that he more accurate estimate it knows Mat bath the compo 
tiers sttrs ax wll asthe enteral autor allow some ey when est 
sare led. Docs Mary Beth's proposal present areca dea? 


“The 2006 entry to econ bad debi juss the balance inthe allowaree for une 
accounts to this equied amount of {5.500 Because it isthe frst year of operation 
Hiawtiome andthe beginning balance in ie allowance aecoun is zero, the adjusting 
‘would debs bad debt expense and ret allowance for ancollectie accounts fr S25 
‘Toillustate the concept further. e's suppose tht this wast he fist yar of ope 
and the allowance accoant prior wo th alisting entry hal ened lance of $4,000 
‘he amount ofthe entry would be $21,500—the amount necessary coals credit 
‘f $4,000 to acreit balance of $25,509, Simla, the allowance account pio 
using entry hada debi balance of $4,000, then the oun the entry Work! be $25.1 
‘Some corpanies use a combination oF approaches estimating bd debts, Fare 
vane could decide vo accrue bad debts on a mont basis Using the income 
approach and then employ the balance see! appreach at the end of the year ose 
Ing of receivables, Fach mond an ajsting ery would econ a debit bad debt 
anda credit o allowance for uncollecbe ceva equal 2 of eed sales. fa cu i 
‘wtion, the monthly semis for 2006 would result inthe folowing avon lanes at 


[Bad Debt Expense 
305,000 24.00 | 


‘aprender se 
cattle eestor 


CHAPTER? Cathar Heiabies 317 


Aithe end ofthe year if be aging evealed a required ellowance of $25 50, the fellow 
‘ng nung ery woul be recorded: 


“Thiscary adjusts the allowance account othe requir amount, 
{ne 2 lane sheet, accounts eclvable wed he repent ofthe allowance. as 


‘sos.co00 
ss00) 
323500 


525,00, These wite-ofls woul be recon (na umsary joural entry) follows: 


aes Ese 


Netealizabe valu snot affected diet by the writes Tin wos hon 
Aesourts resale ss,e00 ‘dear Cot 


pele ern a Frecabien andthe 
bie reconel wa ‘Sewanee sing 


Not sceaunts rcaivabie R50 in eft amincome a 


Diccare sae bad debs wil ten to differ from exinstcs. However, the yea in which 
[5 mude, 2006 in this ease, ic unaected by the incoret estimate, I he riot 
xiao hd debts s 00 Jo, tea, using the slag sect approach bad debt ex- 
ih wbaaguct year wil be Increased I he estima io high, the a eke 
‘im the sibsoquent year wil bo docreased. For example. In ou illustration, the 
tthe end of 2006 1s 325500. Aci ud debts relate 0 2006 secetvales are 
0.2100 franca information cannot be changed. Itc, the $500 ered balance in 
x= fer ncollectibie aconns will exose 20K hal debt expense tobe en than if 
timate of bad debs had been correct. 


accounts are collected Cecasionally, a receivable that Hissvares of wens 
previously waten-off accounts ly 


write-off uncollctible accounts. If uncollesbesecounts are not stcipates 
material of is wot possi to reliably sstimats uncolletble secon, a l- 
cs ee ncoletbe uecount sot appropiate In these few eases, adjsing erties 


std and any bad debs that do aie simply ae wate off as bad debt expense. 
cells accel would be corded flows 
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eed ad ot 
reporting bun she 


(Reieednethed for This is why dhe der writ off metho! of accounting for uncolleible accounts kW 


ISesowe tat purposes. med by GAAPexeept i limited cicumtances Specifically, the allowance meth 
‘be used if is probable that a matril amount of receivables will ot be clleted and 
‘miaunt canbe Feasoaly estimated” For federal inca tax purposes, however, 
‘wite-ofT merhod isthe reuired medhod for most companies and the allowance mba 


‘ot permit 
Graphic 7-4 summarizes he hey sous involving mestuing and reporting a 
swceivable 
Goan 7-4 
Measuring and 
poring Accounts 
erehable 
SLOUAL PERSPECTIVE 
In she Unie States, bad debts are estima an the alowance fr wncolleces 
ducted from the face amount of receable. Glob the practice of ester 
debts stad, Most counts sso establish an allowance, or ese, For bad 
that reduces reechables fo net alee vali 
Concert Revi 
UNcoUcrBLE The Hawthome Manifacturing Compyny sells its products, offering 3 days’ cre 
‘Accounrs customers. Uncollectible amounts ate estimated by acer a momhly care wo bis 
Recervasie ‘expense ual to 2% of eet sles. the end uf the yen the allowance for ancl 


‘accounts is adjusted based on am aging of accounts receivable. The company hepa 2 
Wilh the Following balances i its aceon: 

Accounts recsivible 205,000 

‘Alowance for uncolecibe accounts (25,500) 


‘During 2907. ses on credit were $1,300,000, cash collections from customers 
$81,250,000, ad acts write-off of wxcoums were $25,000, An aging of esoun rss 
A the end of 2007 indicates a regutred allowance of $30,000. 


oe 


CRAFTER? cada Rasinblon NP 


“atte end of 2007. 

Deine had debt expense for 247. 

hepa journial ents for te owthly accrual of ba es (in summary form), She 
off of rcevables, snd the year jst ery for bad debs, 


‘Begining balance = 2500 
‘Aad: ad cat eae aco! monthly 
(x «3.200000 
es Wnts 
‘Bales before yearend asimert 
Yesrond adustrient 
Ending balance 
en ena I BSI ym ant ne 
debt expe for 2007 


‘a el expense would be $29.50 (monty uecual sf $26.000 plus yearend 
eat fa aditional $3,500), 


jose enies forthe moothly acrval of bad debs (i suomary form), the 
of rcevubles, und te year cd ajuting ely Yorba! debs 


erent riehoums vnetie nage 
“iomeepebeatstemetnent ae pete only fl 
pes er apie 
Pete ev cache arena ears 
Ee ee eet 
ir ewan matrices eck ene 
| heparin cll oat 
foes fie came. 
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‘SECON? Geanerte Revues 
© 107 INTEREST-BEARING NOTES 

‘The ypical note receivable requires he paymen fa spediied face amount ls called 
pal, aa specified maturity date or dae, In addon, inert paid at a stated 

fof th face amount, Inert on noes i saluted as 


‘Pose amount * Annus! ate  Frustion ofthe anno! period 
Foran cape, consider Musuaion 74, 


‘efgus onncdeutmvon nearly 2 ty sd heen oe ew ppd 
yen 


the sale the usration oceuts on August 1, 2006, an he company’s fiscal 
is December 31, a yearend ajsting etry accrue nice earned. 


‘example, the precesing note could be 
fy $700,000 ooninerestbearing nou with a 12% discount rte. In that cas, the 
fiverest would be discounted at the out rather than explicitly tated. As a osu, he 
ing rice ofthe shoes would have bo: only $658,000. Assuming a May 1, 2005 sa 


cashed econ 32 


rouereso bring 


We dicot on note eevee cont account ot nae receivable acount That her interes 
“kr oue receivable would be eprint balance set net ess any emuting i= Scouted rom the 
ox The discount represen tre intent revenue that val be recogmized as tis cared {0% aroun of rot 
foertre The sles evens er this angen ony S8.00, bt tires ical ENS ULE 
{slash acount rae ures the $70.00 fase aout. Tis caus te effec nee tng st 
“tne bier than he 13% sees te. 


Interest or & ith 
Sale price 

ans fr 6 ments 

oonnustee the ate 

eve teat att 

“nme ae 

| fete sale oscurson August 1, the December 31,2006, adjusting entry and he entry 19 
“mt te cash collection on February 1, 2007, ar records as allows: 


Inthe Decembe 31, 2006, balance see. the note recive is shown at $695,000, face 
($700,000) ies remaining discount $7,000). 
ne (MGM) licenses its eevision programs wo networks. The 
nae shown i Graphic 7S describes the compa’ fevenue tecopnition policy 
i eens agreements and the we f nines bari noes. 


Received Solely for Cash. If x rote with an soreliaic terest ate—even 3 
bering nei reeled solely in exchange fo atthe cash pa Yo he esuer 
eset oes preseat vale Even if this means recording interest ns idealonsly 


aspen cme ow eer ane 


Grarrac 7-5 
Delo of 
‘lowes fr Loan 
aires Wels Fargo & 
‘Company 


sto 


Jow or 20 rt, the amount of cash exchangsd isthe basis for valuing the note. When 
‘cash ase is exehanged for a note wit «How sated rats, we cam arp that a 
Jes thao t's purperted to he, but we ca ange thatthe present vale of «sun of 
‘ently exchange! ie ess than tha sum. the ponialeres-beatig note i the previous 
fe ad been received solely ln exchange for $700,000 ease the transaction would 
‘ecole as follows: 


Similar wo seeowoes reel vabie, if «company anticipates bad debts on sboet- sem note 
‘ceivable, it wss an allowance account i reduce the receivable vo not realizable vi, 
process of recording ad debt expenses the sine ar with accounts receivable. 
Lonp-frm notes presenta now sgiicam measurement problem. The Koger the 

tion ofthe not, the mee likely ate bas des. One of the mare ficult measurement 
leans facing banks and ether lending stitutions ls te estimation of bad debts on 
long-sem noes (loans) AS an example. Walls Fargo & Company, large bank hal 
company. reported the Following inthe ase section of ecen! Balance set 

December 31 

inmiors) 


oars Searsas——S255073 
‘Afowarce for loa loses 378) Ger 
Nec lowe Seaname — ay,n02 


‘disclosure note, reproduced in Graphic 7-0, desribes Wells Farpo's oan loss pol 


‘When it becomes probable that coor wll be woable t collet all amounts di 
‘cording to the contractual tems of a note, he reeivable is considered impaired. 
-reitor’s investment ina note rceivab bocomtes imate for any reason, the ec 
remeasured as the discon present ale of cently expected cash ows ot the 
‘rina effective ate lnpalraent oF ecehables are deused in Appendix 128, 


Financing with Receivables 


‘eceiyables, like any other asset can i sold or use a collateral for deb. tn ac, 
‘companies avoid the eificulties of servicing (billing and collecting) recelsabes by 
‘ng hero financial nsittions. This practice also shortens thove companies 0 
les by providing gash vo the companies immediacly rather than having them wait 
rei costomers pay the amounts du. cours, the financial inition Will rei 
pensation for providing this secvice, only rerest andra finance charge. 

"Responding 1 these desires, Financia! insitions have developed wide variety of ya 
Sor companies i use ther weeivables caine can, The methods der wih 


= 


fo whic rghts and risks ae retained by the rane (the original olde of there: 
ables) and nse passed on the ramsferee (he new olde, the Financial insiaio, 
his diversity. any ofthese methods can be deseibed us cher: 
1, Asecard borrowing. 
2 Nak of receivables 
_ Whe acampany choxses berwexn boring orale the csc element ise exten 
ich (the wanaorer) is ling Yo supronder control ver the asset ansfered, Tae 
jon for soe atangesnniss ot always obvious. fe sch situations the FASB has 
aielines, Specifically, she ransferor is deters vo have surendered cowl 
the ecivables if and onl all ofthe following condiions ae met" 
| The tamsfere sats have been oats fo the as. seroe—pt pressive) 
Devon he reach ofthe transferor and is ret, even in bankruptcy or other 
ssseersup 
4 Each wansere has the right wo pledge or evehange th asses received 
| Thetansferor doesnot muita effective contol oe he transfered aes through 
ihe (Dan geen tha he trnseror purchase redeem tern bene thet 
tnurity or) he ably to cause the wansferee wo rer specie aes. 
{Ya ofto above cnditions ae a met. the teaser sts the Wansacion a secur 
Tn that case the company records sly with the receivables serving as 


he fs hand, if each of the tne conditions sme. vie Wansfetor reat the tana 
hale and socounts fer Wt nthe tame manner a the ale of any ther suet. Tat 
dewecognzes (ems) the receivables from its oaks, recor the 


i the previous ston, companies sometimes ve recetvables i collateral for 
‘inmay akeady be fariliar with he concept of wailing or pledging receives ae 
Ifyou or someone you know has a mortgage on Home. The bank or ober finan- 

holding the mortgage wil require tha, ifthe homeowner deans em the 
Payment, he home be wold and he proceeds ued vo pay off the morta debe 
emi care ofan assignment of ree'vahes,ponpeyment ofa debt wil require he 
ign collecting the wsigned receivables 0 go dieedy town repayment the 


the amount fnerowed sess than he anno vecchvables assigned ‘The iffr= 
sone protection forthe lene o allow for posible uncollecble secounts. 


atom Nt et np 


Ae tana 
aomed to have 
eed ort 
rar the ects, 
ha rengement 
Setountd frase 
foherniee 209 cured 
fesse 


oa sa cd crt ip fa nth ean pres Owl 
eed ani any anna en ns psy eat separ) Sas oe 
ee ence 


‘Netting a iit against a related asset usually isnot allowed by GAAP. Howeres 
this eae, we deduct the note pyable frm the accouots receivable ossiged becanse. by 
rractual agreement, the note Wille pi with cash collected Frm the reivabes, In 


‘ho roeoivaes remain solely wath the compan, This variation ie fered io a8 
‘of accounts receivable. No special aesuning treatment ix needed and the arangeset 
‘Simply described ina disclosure note. For example, Graphic 7-7 show portion of 
term deb disclosure abi included in cent financial stem of Lyandell C 
‘Company, a global chemical company, 


SALE OF RECEIVABLES 
Tireeot years the sale of accounts recivable fas become an increasingly popula 
‘of financing. Taitanaly a technigue used by companies in afer indusres or wth 
‘ret rtings the sale of secelvables is ow a coramon cevurrence for many dere 
of companies, For example, Delta Air Lines Phillips Petroleum, Unocal, (BM, Sear 
‘Raytheon all sel receivablew The two mr eommon types of sein arangemenis se 
toring sr securitization, We'll now ducts each ype. 

‘A factor fa financial instinion that bays receivables for cash bands the billing. 
collection ofthe receivables, und changes a foe fortis service. Actually ere: 
‘VISA and Mastercard are forms of fasting arrangements. The seller relinquishes al 
{othe Fite eash receipes in exchange fr cash rom the user (Ihe to} 

Asn example, Graphic 7-8 abs an exceyp fom a recent advertisement of 
‘Mutual Capital Carporaton, x financlinsituin that offers factoring as one ot 
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Note tha the factor, Bankers Mutual advances only beeen 5%-8ORE ofthe factored 
‘The remaining balances retained as security unl all of the receivables ae col- 
eed and then erie the transeroy, tet ofthe factors ee. The fe charged by this ae 
Tange from 35-67, The range depends on, mag other things, the gual of he 
les andthe length of ie before payment is equies 
"hater popular arangerent wed to ell eosvable is» secartzatin, In typical ae 
ecevable securitization the company ceatena spel purpose clity (SPE), usally 
nt ra ubsiiary The SPE buy a pool of wade recive, eet card receivables, 
othe company and then sels related secures. For example Bonds or commercial 
hare hoe ed (culaerlize) by the receivables 
“Asan example of «secorizaion, Grophie 7-9 shows pontom ofthe disclosure notin 
rece napa statement f Sears, Woebck sl Co. destin its securitza- 
of cet card receivables 


specific accountng westment forthe sale of receivables using factoring and secrit- 
oa te amount of the factor assames, i particular whether 


this service usualy a pecsaiage ofthe Book value of recetvabes. Because the fe re 

he prseeds the seller ceive rom selling thease, the salle coords afoss 00 sale 

‘The pica fstwing anangemeet is made without recourse Hstation 7-6 pro- 
rene 


With Recourse. When « company sells accoustseecevable with vecnurs; the 
eis the sk of uneclleciiy eft, the seller suaracees tha the buyer wil be 
ete f some receivables prove to Be uncollecbe. I ilstation 7-6, even if the te 
wee Sol wid ecousg, a ong asthe thee coddous fr sale eatibea are mc, 
Tes Glas Would il account forte Wansfer asa sale. The ony difference Would 
sWitionalreiremen thal Sania Teresa record he estimated fr value of the te= 
ligation a «Habit. The recourse obligation is the extated amount tht Santa 
il have pay Finance Affiliates ay a reimbarser=at for uncollestibie receivables. 


Notice that he estimated recourse lia ity increases the oss an sale the Factor cole 
ofthe receivable, Sats Teresa eimintes the recourse Nablity and increases iceme 
‘duces the los) 

the tree conditions for sale eae were 0% met, the tamsfer of reeivabls wold 
be accounted fora. sceured borrowing, as demonstrated in Wluration 7-5. Rese Seat 
Rocbuck changed its acenunting meth! forthe secritzation of eet cand receivables 
iusly they were accounted fr as sales, but Dow, because the SEAS No. 4D ale orion 


DISCOUNTING A NOTE 
Similar to accounts reeivable, a note receivable cam be used to cain immediate eas 
4 financial institution either by pledging the note as collateral ora oan or by sling 6 
‘note. Te ransfor of ante refereed a discounting. The Financial institution accep 

rote ad gives the seller cash equal (he mata valve of the ote redaced by a der 
‘The discount is commpaed by applying 3 discount rate wo the maturity valbe and rep 
the fnansing fee the Finacial iastiuion charges forthe transaction, Iustation 7-1 
videran example ofthe calculation of te procesds received bythe tansfero 

Sinilor Wo accounts receivable, if the thee conditions for sale weatmncnt a ma 

Sidewell would accoust for he rater as sale. I the corto aero mt 
‘sa secured borrowing, For example, the sale conditions are met, Mustration 7-7 
the appropiate joural entries 


Gn Dscomoer 31, 2006, he SedewelNholesse Shoe Coroary sol landin xchange for uusraqno 7-7 
‘emorth, 10% note. The note requres te payment of S05}000 pls meres onSexte™ — Dracovatingo Noto 
(ral 207. Tre companys facalyou-end i December 31 The Oise propery lees acount 
Iie ine eof mony forthe type of rate Cr March 31,2007, Street daenurt the 
‘hess the Baska tre Cant The Wari curt retin 125. 

Beaune Pe rae had been cuistardling for te ths eee i scant athe 
‘or Saul et reco th ears hat hat accrues prt owing cura 
Rea scan STEP Nc Acre 
Imereti oe 5000 prereset 


Nnoenrorenn iow i= ; on 
Het a of enol fd a metry cline Tm dtu orth ra-_ Soc 
Beets nah cadre mtd rca proce im cng urbe 


'5700,000 Face amount 
“13.000 Inert to mati (5200,000 10% Ye 


715.000 Maury value 
12500) Discount 215,000 % 1295 ©) 


Cast proud 


"be proce damned soon zani00 
las or alo of note receivable fa ference) . 2,900 


Dhecoured Note 
Noe recente face am ee semo00 Pecans 
inant resale acoued invest deterrined above) => 5000 ales 


ecard «fn or glo), 


Holynood Lambe Company obtsins Financing fom whe Midwest Finance Company FARANCING WITH 
hy fciaring (or discounting) its reeewvables, During June 2006, the company factored RECEIVABLES 
000 00 ecoumts ecetvable ta Midwest The wars wus made witha recourse The 
ee Midwest Finance, emits BOF of dhe acon reeves und retains 20%, When the 
ates recollected by Midwest the resned amu, les a 39% fee (39% of he tol oe 
sf anou, wil be venhited to Hollywood Lute. 
Takin, cn June 30 2106 Hollywood discounts «note receivable vathoat recourse 
nt, whic xine on Marcy 31, 2005, requis the payment of $150,000 pas inter 
is) 8% on Marsh 31,2007, Midwest's discount rae is 1%. The companys fiscal year. 
fsDecerer 3 


oa enres for Hollywood Lumber fr the faring of aceountsrecivable and 
ui esevabe dinenonted om Tune 30, Axsune thatthe equine xtra are mc an the 
‘se ascoumed fora ss, 


‘The Factoring ef Recevabies 
mm ,90n.000) ie ? ‘305.000 
sale of recvaon 0% » $1,000,000, ‘3000, 

“esate fo factor 0% » $000,000 ~ 50,00 fe 17000 

recat reanabe (lnces) 


‘motu co eaiate 12900, 

742.000 

Deduct acount to (12,180) 
i 


Invorest to maturity (150.000  B 
ocariyvae 

Discount §162.000 « 10% % Ye 
Cah proceeds 


Im summary there ar several way eccvables ca be wed asa mete of naneing How 
ever, ect of these arangerens can be aieoried as eiher secured boring ora 
‘igh sale of the receivables. Graphic 7-0 provides Visual summary ofthe posits, 


Receivables Management. 


ing sales yalume. 


FNANcin nT 
RECEIVABLES 


‘Acompy’siveatment in escvables is influenced by several vatibles, including the 
‘of sles, he nature ofthe producto sexvise Sold, and ereat and collection poles 
"#10? ariales ar’ ofcourse, related. For example, a change in ret policies could affect ly 

Tn fact, moe literal ereitpolicies—allnwing customers a longer time to pay ool 
‘aah ncoun's for early payment—ofen are inated with the specific objective of 


‘Managements choice of erect and collection polices often involves trade-offs, Fore 
apie offen cash discounts may increase ales vl, accelerate custome ayia 
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nd debs. These benefit bre wot withoa eet. The ash discounts sce the amount 
collet from customers who tke advantage of the iscoums, Extending payment 


Assigning facta, and discounting receivables ae stemaive methods of oan 
That ust be evaluated relative to ether fnancins methods ih as fines of eredit 
kes types of shore-erm borrowing. 

Ivetor ereiors and financial analysts ean gain import insights by monitoring 2 
y's investment in receivables. Chaplet 5 ijroduced the rescivables turmover ratio 
relied average collection period, ratios designed 4 contr receivables, Reval hat 
ios are calla a Folios 

Net sales 

‘Averige accounts receivable et) 

ae Nal OT 
Sosa yt ‘Receivables turnover aio. 

“The tunover tato shows the numberof times diring a paiod tha the sverage accounts 

lance is collected, und the average elton period ian apposition othe 


Recoablestamover ratio = 


sn cimpony's sles gr. receivables also will increase. I the percentage increas in 

seal Ua the percentage inerease in sales, sh receivables rave ai will 

the average elletion period wil increase). This cond indicate customer dssati- 

withthe produto tha the company has extended fo generous payment tems i or 

ipsa customers, which, Ko Wn, could insease sales retusa bd debs 

alos algo ca be sod 10 compare the relative eflstiveness Gaaryee 7-11 
it managing the investment in recevahles OF coun, 
emeaningless to compare the recivables tumeovcr ratio of 
redacts company such 26 THM wid tat of, sy, food 
company like Hershey, A company selling igb-priee. low= 
yet like walnfaue computers generally wil gram cus 
lenge payment rm than company selling lower pies, 
solume fod products. Graphic 7-1 lists the 2004 receivables 


te fio fortwo companics in the same industry, Dol and 


inmilions) 


erage it takes Apple seven days longer than Dil t collect its receivables. Both 
ake les ime collect receives the inst average 


30 section? 


Included accounts reveivable (change in accounts receivable minus change in sales) 
Jowance for unco/lectble accounts (change in accounts rcel vale minis change in 
Jowranes). Mosivation forthe reeivatles variable wos that disproportionate 
‘scouts seceivale (lative wo sale inrease) ean indicate ficulties i sling 
‘reflected in moe lenient credit policies. The allowance variable was expect 0 
adequate bad det provisions. Both were Found tebe sgnifican indicators aoc 
‘during high inflation years” 
Earnings Quality 
1m May 200) the Securities and Exchange Comission sued the Former tp execu 
Shnbeam, charging the company wih Finaneal reporting fad that allegedly ont 
billions i loses. tthe mid-1990s, Sutam noeded hel is profits id decline i 
‘antl did its sock pre. and io 1996, th corapany reported & Ios rom continuing 
tions of $198 milion, To the rescue comes Alert Dun, also known 2s "Chain 
based on bis reputation a a ruthless csceative Kaun fori abiliy retracts and 
‘aroand ioubled companies, largely by eliminating jos 

‘The rave appeared to work In 1097, Sunbeem's revenues had en by 18% and 
‘its were ack inthe black with income trom coetinuing operation of $123 mili 
lever, in Apel 198, PaineWebher lnc. downgraded Sumbeae’ stock re 
‘Wir the downgrae? PaineWebbe had noticed Unusually high ascounte receive, 
{neremes in sales of electric Wankets the third quarter 1997, whic uray sll es 
oc quai as wel ws unusually hish sales of barbocue grils or te fourth quater Si 
‘ues, Sunbeam announced a fist quarter lose of $44.6 mili, ond Sunes soc 
fei 256%. 

‘eventually came o light that Dookap and Sunheac had ben using « “bil ad 
strategy with reall bayers. This tavoed selling proces at lange cst 
fore they normally would buy and then olding the procust in third-party warchoustu 
‘elivery at later date. According to an article in Barro much ofthe Varian 
‘beam’ income from 1996 to 197 reflected a daeretionary use of aceruals wo cco 
pense 0 1986." 

[Bud deb expense andthe correspoing allowance 
{for uncligetile uecounts, ig one of several so-called 
isretoniry accruals that directly imc «company's 
Income. Other discretionary acer vine warranty 
expensos discretionary compensation cepemes sch at 
Tonic, sale retires, ant restructuring cont. Each of 
theye accruals requires estimates of future evens ht 
roving management the opportunity to shift income 
ong reporting periods. For example if management 
‘overestimates bal dcbt expense in one period, eom- 
Pony ill report lawer profit that port and higher 
Profi in a ater period, 

‘Recall our discussion in Chapter 4 concerning earn 
ins quality, We learmed that manager, have the ait, 
toa limited degree, to munipulte rope income am 
that many observers believe this practice diminishes 
camings quality Because it can mash permanent eamings. Former SEC Chairman 
Levit lise diveretionary aerual, which he called "Miscllancons Cone Br Re 
‘5 one of the most popular methods com paies use Yo manlpulte income, 

Financia analysts must be alr to the elect of diucetonay veri on isome Ad 
mal fucuajons in these ems should seared lag, mouvain fue vest ition, 


Lan Tap Pn sie fh 2 ne 
‘igi tamtran mney tc ae phc 
‘ter ane" ana Boch Sec 

“hares ttre oA ha eg 8 
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Steam example for instance red lags inthe 1996 income stalement inched variety of 

‘nocal expentes and s largo increase in general and administrative expenses The alance 

Seseporte an increase of 445i current ablities fom he prior yer. This increase Was 

cd Dy activities that inne a significant acral oe stuctoring costs anda large m= 

“sts he acerved warrany lability. The allowance for uncollectible account ls in- 

Send hy Wk, The marketplce war less than viglant  neting and Interpreting these 
. 


Sotution 


{Bplin the allowance method of accounting for ba debs. (p. 374) The allomance 
rch esses ute ba ett in oreo [1 mate tod debt expense wt rate vey 
‘usa (2) report aceauntsecevable in the tole sheet a net elec value nan 
‘acting entry, me record tad debt expense ad reduce sestuntsresvable Inet by 
trang nia account Yo accounts eceable fran estate of he amount that even 
‘aly wit prove cattle 

What porches might sco have used t ave atthe 5275 milion bod debt provision? 
e219) There ate two way corm used to are at an estimate of fine bad debts, 
{he Igoe satementsporoach ar the balance sheet ypezoach. Using the income state> 
inet apeoach we estimate bad debt expere as a percentage of eoeh penogs ret eed 
‘Mela sheet approach deters bat debt expense by estimating the et eai= 
fe volo eeounts echable I other words, the allowance fr unelecibleaxounts is 
Atteined aed bac debt expense anniek outcome oF adjusting te lowance sesount 
Jo the ei alae 

‘thre amy siteratives tothe allowance method? (i 7)_Am altermative the fe 
Torre method the det write-off method. Using ths hod, agjusing entries ae not 
Teves ur ny ba det that dows aie simply wen off 2 bad debt expense OF 
tes the sl ha generated ts recenle acer 2 prevous reporting period, is 
ts the matching princple. Operating expenses mou have been understated and acts 
site nt period. This why he diet write-off rsad sat pert by GAAP ex 
fig ited ercumstaners 


c BoTTOM LINE 


‘eral coo frst Ue plan designe w encore aerence wo company policies 
‘ae roceures: promote operational efiieney: minimize imegularies, eon, thefts ot 
Fe al asim the relay and accuracy of scoumting daa, Key elements of an 
“ice conol system for cash reels and icbusements nce separ of recor 
cpg from contr of es ities andthe period preperation ofa bank reconclton 
Gathcanbe infrrallyrestristed by management or» parealar purpose. Restietons 
shi can be comeacully imposed I ressctd cash i available for curfent operations 
(ropa current liaies i's classed us a.curteat set; othewise it's classified as 
Invests sd funds or ober asses 

“The gross moth of accounting Tor cash discounts considers a discount not ake a an 
ies even, The net the! consers a dicot ol taken te nkeret revenue 
When merchandise returns ae aneipaed, un allowance for sles tens shoal te 
cond at a contra account to accounts receivable an sas revenue also should be 
Gee y the anticipate sales rere 

{wocebe sesoants receivable spol be amtcpate in order Wo mth ad dt ex= 
pene mh venues generated. Likevas,secounts revive should be rds by an 
Mowe for uneollsible acsmunts tm eepert accoonts ceccivebe at net realizable 
‘ae. 


—=— 


Sra 1 Aue he 
ik halon tthe 


‘STEP 2: Adin he 
1h ance te the 
Street cuh kane, 


eon esos 


6 There are two approaches so estnating furare bad debts. The income statement 
svoach estimates bd debt expense based on the notin thas cert pencentge of 
eriod's credit als wil prove tobe uncollecible. The hala sheet appre a 
‘mating futare bad debts indirectly etermines bal deb expense by dinecdly 
the net realizable value of account receivable a the endothe period. 

17. Notes esivable are fora credit arrangements between a sredior (ender) and 
(bore. The typical note receiysnte requ the payment ofa specified eee 

la called pncipal «specified! natty date or len In adit, interes fa 
sted percentoge of he Face anon. Inert ob notes calculated by malpiying 
face umount by dhe anual ate by she faction ofthe anna period. 

Aide variety of methods exists for companies 0 a5 thei eee vahes to oben 
ae cash. These methods ean be sere a ether 
a Asccursdbrerowing 
Ih Ase of receivables 
[htee conditions indicating sumer of contol are met the transferor account fe 
tuner of receivables as Sale: oterwine a a ecured bore wine. 

9 company’ investment in receivables is influenced hy several related variables to 
‘elude the level of sale, the nature ofthe product or service, and credit an 
‘polis. Investor, creditors, nd fanaa ean gain import sights hy 
‘toring a company’s invesiment i receivables, The receivables turnover and a 
collection period ratios are designed monitor receivables. 


CASH CONTROLS 


Bank Reconciliation 


‘One of the most Important oo sed in the control of eash the bunk reconciliation 
all cash receipts are deposited ito the hank acon! an cash disbursements re md 
heck, the bank accoun! provides a sparste reco af cash, I’ desirable to pi 
‘nar the hank lance wih the balance inthe company's own eons and acon 
‘erences. 

From your own personal experience, you know thatthe cading balance i your che 
‘aceon ported on the monthly bak satement you receive rately equals the balance 
Pave reorsed in your checkook. Differences ark from wo type of ems: timing 
ees andes 

Timing ferences oceu when the company and the bunk record transactions a i 
times. At any point in time the company muy have austed the cash halonce for es 
Which the Bank isnt yet ware, Likewise the hank way ave aja it recon 
ce by items of which te company is ox yet avare. For example checks vier nd 
‘depots are not all processed by the bunk in tho sare month thal they are recorded by 
company. Also, ta bank may adjus the company’s acount fo item ich a eric 
‘thatthe company is aot aware of unt te bank statement receive. 

Errors can be mae eter by the cowipany or the bank. For example, a check might 
‘xen for $210 but recorded onthe company's Books a @ $120 daturscment: depot 
‘5500 mgt be processed incamocty by the hark as «$80 deposit nation to serving 
4 tafeguard of cash the bank recncilialon also uncovers errs wich these ad be 
‘i tha the proper eash balance i repre inthe balance sheet, 

‘Bank recoiiaions inclde ajustoens 1 the balance per bank for timing 
involving transactions already reflect inthe company's accounting record that ive 
‘yet been processed by the bank. These uljustmenta usally include checks oustanding. 
deposits nisin. tn aition the bslance per bank would be adjusted for any bak 
‘tors discovered! These adjustments prove a adjusted bank balance that repress the 
‘ected cash balance 

‘The balance per books i similarly aastd for timing differences involving 
‘ready reflected by the bank of which ne company is unaware until the bank stalenet 
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‘Tete would ine service charges. charges for NSF (nonguisin:. und) 
‘ud cllectons mode bythe bank en tbe companys bebe aston, the lace 
shot for ans company ers discovered, ving ian ej ook bal 
ut wil ala represent the coved ash bulance Ech af these adhe reautes 
ery erect te bo balance. Only jase the tok lance reqaite 
eth Grape TA recaps tes econ ie 
ens fc bank ecoeliaton proses cogs: usraon 7A. 
These apo pepe aljuxingjural ees ole each ofthe asim 1 
ps tok. These eposent anon the ny was et previo we of 
rues feces ort adjustments oe lanes pr bark base the com 


ompanies keep «small amount of cash on hand w pay for low comms such as 
‘te supplies, delivery changes, and enesainment expenses. It would be incon 
Time consuming, and cosy t process a chock eas Ge these sonal payments are 
“Apel exh fund provides more ffcit way tb handle these payments 


— 


To rcon the receipt a 
Principal adit. 
Sante colesied 
‘Srey by the bank 


To recond erst to 
Scetravesiea by the 
tek peconematen, 


2m secToN2 


uusTeATION 7A 
Bank Rezenciaton 


‘The pty ea ard 
Shwaye shel Have 
heh anvenipes tat 
{peter equal te 
mount ofthe ha 


zoom Rance 


‘The Hewetome Mendactring Company maintains a general checking sccoune a the Fit 

Pootie Bank. Ft Pactc provides aban: tacerent ard canewed cess once onthe The 

date the ty ofthe marth The Sak tener the mort of May arr 
38 lows. 


alone, May 1, 2008 sea 
Deposits a0 
Checks procontnd 8433), 
Service charges bese 
NSF enact a7) 


‘4120 


J 
ca 
i 
E 


“ha comcan/s genre dnc orth anf $35.76 th and fap 
Aven ional ree lng 

1 Cah ens dapnied ene 3908 

2 XaepuonotSh020 wenrodo os Mey 3 fr mt nct cued oh comps score 
Pesyety 

5: Alchdi weiten Agi have bos roc ye bark Check tan in hat 
fodnotbeesracened yt bk oa Ss 

4 Reject fr 1790 ws nce recorded ye comomy 5790 cnc. 
ime Ta check ser pets nh wma 1 
Tank mihi prow te remy pare lon 


‘Stop 1: Bank Balance to Corrected Balance 


Balance per bark statement SH 
‘Ade Deposte oustanding 905+ 
Deduct: Checks outstencing (5.536) 
‘Cormctx cash balance Sang 
‘Stap 2: ook Balance to Corrected Balance 

Balaice por hooke 5276. 
‘Ad Note callected by bank 1120. 
Deduct: 

Sones charges (00) 
NSF checks 2307) 
rror—undorstatment of checs 1.000) 
Corrected eath balance Bue 


ses am <8 


petty cash fund in etablished by ansferring specified aunbunt of cash fom the 
pangs general checking accoaot wo a cuployee designated a the petty cash custodian 
Amount of the find should approximate the eypenditires made fromthe fund dnng a 
tively shom period of time (aay a week ota month). The custodian dibuses cash fm 
fund whoa the appropriate documentation i preacned, such as a ect forthe parce 
‘ice supplies. At ony point i ime, the eustoan should he posse of cis and 
fropriate receipts shat sim wo the umount of the fund. The receipts serve a the bai 
cording appropriate expenses ach Line the fund ts replenished. Consider the example 
Miustraion 24-2. 

In ourafenty foe the transaction 1 tai dhe Fund wild te recorded al 


Moy 1, 2006 7 
Pety Cash oo § : 
“Cath (chen scout 


‘lay 1, 2008, te Howsherne Manfoctring Company obithod 2 $200 pfund —IaeAnon 7-2 
‘Rin ngois designated athe potty cash custocin. The fs wl be 

‘lec month, On My T2006» check ten for $200 rade ou to John 

‘as astodan. Daring the month of May, ohn pod bil flag $160 sar 


Nocatee are recoded athe time the actual expenditures are made fom the fund. The 
openness receded when eiiiburement i request atthe ead the math At hat 
time, shocks writen Jahn Ringo, pest cash custodian. fr the oul ofthe fund resp 
loin dhs cae. ohn cashes the check and repleishes I und to $200, I journal entry 
‘km plenlsing the fund would be reco a follows 


“Ay 31.2006 


Erase 

Ofer upper ewperse. 

Seertraterperes oi 

Catvcncing seman = 10 


‘he pety cash acount debited when spleishing tne fund If however the sizeof 
“iva scree tine of replenstiment, the accoun! dette fo the ierear. Sin 
ly pet cash mew be rete ithe view the fais creased 


“Tomainain the coil objective of separation of due. te peny cash custodian should 
ce voli inthe proceso writing ce approving che ks, aor in recordkeeping. In ad 
ii, management should arrange fr surprise counts Ue und Mb 


Define cake 
plan ely tas te 


Whar the reponnbier frags ses Seton AO the Satanes Oey Ac What ae 
the meporbiliosef company’s lta! 

Dina compensating lacs: Hew simpy lances rent a Saal ease) 

apa defor berwee ara sara naan doco 

Dinu enh gos un ct neti a acount eck econ 

ety ep e ncing nos oe ee 

Explain thet wy cries cv Fr ancl nso eile ad dbs Wha ip 

Inhofe! deepen ly nen ceva mally one wee 

Unety esha he snc eps he in ttament appedh ant Dale see apo e 

[sim opera routing tamer! reid forthe gig of esa envelope a lle 
fora? 

aaa poate genes taro asain or aeons Fc wit oar 
‘neta wi reo 

What mer yf dswoting one enable? ese the orp posts wo asc or 
‘What the hey vib hat nie ompany’ neuen ceibler” Deeb te abe 
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Con discounts ree 
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ach diacourts: net 
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E75 


Uncallacile acount 
Ibalarer sheet approach 


# to3106 


Be 78 
Ureoletle secounts: 
soking fo unknowr 


Pd 
Urcllectile accounts 
soving for unknonn 


ae 7-10 
Note rcseale 


(Bova on Append 7) Ina wostep bark one atin, eit th Hem ha gt ec a 
[aot eta Pacem he neces Meni he Rome ht ght eat aa he 
The lr he comet ol tae, 

(aad on Appin 7 Ho i eye und cbiabed? How te fund lei 


Janie Dd peo he mal re Aj ing Company. Sh ste hacks om ae 
ho hina the mane ofthe ceo slheeckwuat Te check, sng he pent 
fn then see Seon he econ depen wh mcs i cha nd poe al 
‘the company’s cocking acu How cl he compy per scl cmt pede 
andl o cork ri? 


“Te flow es appear on he year r bakneo Contlaed Fight Corporation catia 
‘Shesking nosh US Tas ila msi es mont wept casas ches bn 
Ings acca nd curency a com Wh ese he wal ced nthe pany aa 
sheet nea and esheets? 


‘On December 26,200, Tsar Cnc Sold 0 if stl ink pmb yan 
‘tre for $250 each The tesa a le ware 1G, 0. Troost ross tnd 
‘ul or ser dcr nw oar wl ao bees Nafta a al cose fa 
‘heel oust siry 6277 Row 


ott he situation desc ie BE 7-3, Aner the qn mung dt Tree the th 
tocmuat forsale doa 


Diving 206, Gin year operas, Hl Inc eis $10,900 and expec 
‘earn of S730000. Gn of gmk wi tae S800 (aes) The py etme 
falls wile retarve Prepare Oe yeaa listing jaa ene sean fr sped a 


ing fhe yeu $800.00 esau cabal sean at epg cl he ea 3 
(Gree), cet ses dca he yea 1300000 aesoures eva wt ff Sting 
$514.50 cin coletions fom coum 8115000, Assn he spay ets Bd aan 
teat tlw 25 cei ae, calle) a det expe er yor a (2) ere et 
late aman franca ce 

‘eter station ce in HE. T-® Aner te cues using the compart a 
Farad des wil eal 105 of au od ne In re Se 


‘companys year-end bugs is acoustical a S2OOLDED, The sen fr alee 
‘unt aepiing of or ee blace $3,000 An ging fannie incendt 
yorliatereudalowance of SIRI bd dete eugene forthe Seat eas SDM nat nn 
{mount ab writen ff dung the Yor? 


Refer station decibel BE 7-8 yk ses fo eye wee 200.00 $7,050.08 
«ole om ret cane wha was the hein yw bles cen eae) 


‘CuDeconter |, 209, Deng Company i each stn $2000 pment er 
Iejchanse Ow salir nec a eon ee pymen fret aed praca on Nee 
iv, How a ners eve le corpany regi ig 2087 3007" 
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Logic Copano ousted $1000) of annen receivable oct bank The afer nn mde 
tive scsun, The ol Bn ms 9% of te acre un La an ante ring 
TS When th font cess the et sbis wile Lape ened acute a ee a 
1 of he al mnt ctr Wh oth et of hi ranean te copays ast, al, 
atl bef Income uses? 
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Inventories: Measurement 


Inventory Measurement 
at Ford Motor Company 
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RECORDING AND MEASURING INVENTORY 


Inventory refers to the assets a company (1) intends o sll inthe motmal couse f 


sembly tins of Apple's Cupertino fet, ad the compu hip and memory meds 
‘vl g0 nto computes produced lar. Th osmputers ase by Apple trina it 
ing spt, however, life and acu fora plat a lpn. 
Socks anton eeuries dele hoki fr sae aeivemty, wheres Apple woul. 
Sify the secure hol ovate 
Proper oeeounng for iventnes is esenal foe manofactig, wholesale, x 
compan ners that ar evcme by sling gos). Inveiry usally i neo 
thos valuable wet ise inte alan het fr these firme Cont gods s0ldbe 
ene recone when inven old pally sth ages expense fn the ion 
nent For exarpe, «reget balanee she! for Sara Lee Corporation ported 
‘1 $2.79 billion, wich represented 1% of toasts The empany’s incre 
‘epore cot of pens soli of S12 lion repeating 67% Fal expernes 
inshisand he allowing cheer we disci he mewurement sn epi ses 
ing inventory, an asset andthe ete expe eos of goods sd ventory 
ganas of goods sequed. manutacired or te process of bing mantactnal 
‘enor amountin the balance shea hc an accounting pio eres he 
the inventory silon had ad eo ys old he nce Sema repens 
ofthe ventory sl ding te period The ioc cil a atching 
fer guidance or easement an ona pds toe wil en 
te nent chap ally ihe fo masa ientry (st fg Sd) ate 
conf the cial yal quantities rand old). Fornatly, asc ea ne 
several lecimaycs to upprotimae te desire esl an say Our measemet 


Types of Inventory 


MERCHANDISING INVENTORY 
‘Wholesle and real companies purchase goods tha are primarily in finished form. 
companies are intermedia jn the process of moving goods frm the manufacturer 
oder They ofen are refered ws msrhnising comune aod ther invertor) a 
‘handlse inventory. The cout of merchanse imentory includes the purchase price pla an 
other costs necessary to ge he ds in dition and lation forsale. We discs the 
‘2p of condition and location and the tyes of ent that typically cone fever 
inthis eps 


MANUFACTURING INVENTORIES 
Unlike merchandising companies manaactarng companies ectaly prac th 
the ello wholesalers rae or ather matactarere Invent fr amacte 
‘sisof (1) em utes (2) work process (3) Shed poo, Raw rates 
ein hci components parchsed fom ober mantra wil some pa 
finshed produc. For exarpe, Apple's raw males nveniry icles semicon 
‘ei boards plat, ad pan that go nt the palcton of persoal corners 
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ser in pes nla he Gono materials wd In proditn, he est of ab 
ut be direty traced 1 the geod proces nan aload portion oF ther an 
ine cts called maralactarigoverhe! Overbend cons nl lst sei 
ity cos opeate he manasa fy presaton of wafting ep 
‘mary other manag cots a anno he dey Inked wo the podacon ose 
fans. Once the manacterng press competed hte cot that hae cca 
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Manufacturing companies generally disclose, l- Grane 8-1. inventoras Dislonze—Sara Le Corporation 
ferinanote or digecty inthe lance sheet, the dl- 
Ae nnount of each inventory category. For example, 


200d. When the goods are sold the cost of 
gue Tow ost of was 0d, 


‘We focus here primarily on merchandising companies (wholesales and retailers, Sl 
of te accounting pemeiples and proedures discusses Der also apply to manufac 
companies, The nique problems inne with seman the dest ost fra ma 
aid lbor an with allocating manufacturing everhcad ae addgessed in uaiageril 
secouning textbooks. 


ial Inventory System 


cating ystems are used 10 record transactions involving inventory he perpetual 
gsm and the periodic inventory system. The perpetual system was intone 
2 The syste fe py termed perpetual couse the accent dneenry x comin= 
aso for coe chapge in ingest whether i's caused by a purchase, ase, oe a 
of mertundse by the company to its supplier (a purare return forthe bayer, sates 
for he ele! The cos! of goes sd secon, alone with the inventory account 
fh ime goals are wohl or me returned bya customer Ths concep is applied to 
Wholesale Beverage Company for whic (avertory information i: provided in 
$1, This hypeshctica company als wil be uses the next several illusrations. 
lipontant Feature of pret system thal te esigned to rach inventory n= 
om thei sequisdon 0 tpt sale I the system accurate i alows mansgemeat to 
many good are cm hand on any date without having to take a pyscalcoant, 
lyn coumts of iaventory usally are made anyway. ether at theca ofthe i 
er oe a sample basis roughout the yeu, 10 verily thatthe perpetual sytem is 


correctly tracking quantities Differences between the quantity of inventory detrie 
the physical count and dhe quan) of ventory according othe perpetual stam 
‘aused by system erors, thet. beskage, or spoilage. In ation to Keeping up with 
tory, perpetual system alo directly de‘crines haw may items are std 

‘You we probaly smilie withthe scanning mecharists used at groeery store 
‘comers, The seanners not omy record he vale om the cash repister but also canbe 
track te sale of merchandise for inventory management purposes. Fora company 1 
perpetual vento system to esi inyniory and cost of gods sol transactions. 
tise cont dota also must be Inchaled on the system. Tht i, when, merchandve 
retasalold, the system must beable reco ao aly the adtion/educton inn 
‘ory quamity but also the adition/edacion nthe cra oF inventory. 


Periodic Inventory System 


‘etd cost of goods sod determine! athe end ofthe period by combining thet 
‘ey aecouts with Ie fvertory accoun: 
Got sf goods eld ‘Beginning inveaury + Net purcnses ~ Ending inventory = Cont of goods sold 
ag ‘The cont of goods soll equation assis that all inventory ques not om hand 
ea ofthe period were sald. This may nos be te ease if invenoey ems wer either 
or soln. I damaged and soln vente a deified, they must be removed rs 


ing inventory Or purchases before calcalating exst oF goods Sodan then clase 
separate expense lem, 

‘aration 8-2 foks atthe pesiadic system using the Lothrdge Wholesale Be 
‘Company example. 
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kcause cost of goods po st determined automatically anc continualy by the periodic 
ima! be determine indacelly aera physical iny-niory count Cost of goods sold 
is dete a follows: 

Beginning inventory 

Pl: Purchases 00,000 

Cont f goods eysilable or sle 720,000 

ase: Ending Inventory per physi curt) (180.000) 

Cont of good sold 


entry adja the inventory account to the corre peiod-cnd amount, loses the tem 
parchases accom ara eos the esha as cos oF ons sok, Now let's compare 
inventory account syste 


AComparison of the Perpetual and Periodic 
jary Systems 
inven ph ct purines ding the pei sth cow goats eae for UN 
Mets ifrece bras n perp dn percc sue he prs ye 
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‘Thetimpact onthe financial sttemests of choosing onesystem oer the othe 
ot significant The choice between the 0 approuhe usally is moivaied By 
‘umsolcomiveritons a well asthe corsparative costs of implementaion, Pert 
‘an provide more information about te dollar amounts of inventory levels on 
bust. They also faihate te preparation of interim financial semen by proving 
acura information without the neces of «physical cout of faventoy. 

‘On the ether hand, pepe stent may be more expensive implement than 
‘lic system. This is pariculsly true for iavesores consisting of large numbers oe 
items, Pespetual systems are ore worksble wih inventris oY high cos lems soc 
‘iruction eguipment or automobiles. However, with the Relp of computers and 
sales deviess suc as eash register sears, the perpetual ventory sem ist 
‘oman small businesses that previosly could ot sllrd them ands econ fe 
twa broader range of inventey ies an before 

‘The perio syste i ess costly plemert during the perio but require spy 
count before ending inventory and cost of goods sold an be determined. Ths maki 
‘reparation of interim fancialsttemens moe eos unless an inventory extimat | 
niques used And, perhaps most importa, the mventory monitoring features provi 
‘perpetual system are nat available, However, tis importa oy rember tht 
sym involves the racking oe inventory quumities aed costs, Many emp a 
termine costs enly peroially employ sssiers to const anor iventory act, 


What Is Included in Inventory? 


PHYSICAL QUANTITIES INCLUDED IN INVENTORY. 
‘Regardless of the system wed, che measurement of inventory and cot of goods Sold 
‘wth determining te physical quam of goods. Typically determining the physical 
ty tha should be eluded in inventory simple mater because it combi of ems in 
possession of the company, However, sme situations the identFcnton of ets 
shoul be incised en inventory is min ical, Consider, fr example, goad i 
goes on consignment nd sles returms 


Goods in Transit. At the end of « reporting pris, it's important to exsurea proper 
‘entory cot. This means determumins tne ownership of gon that are in tans 
‘the company adits customers as well as between the company and it suppliers, For 
ple. in December 2006, the Lothrlge Winlesale Beverage Company sald yoo te 
bar Company, The goods vere shippes oa Decerober 29, 2006, a strived at 
‘warehouse on January 3, 2007, The fiscal yearend for both companies is December 3 

‘Should the merchandve shipped 1 Jobar be recorded asa saleby Lothridge anc 
‘huse by Jabba ip 2008 and thus chide in Jabbar's 2000 ending inventory? Should 
‘ng the slepurehse be delayed wnt! 2007 and the merchandise be intel Lote 
2006 ending inventory? The newer depend on who own te gor at December 3 
ership depends onthe tems of the ages beeen te two Companies. Ith BOOS 
shipped fh (ree ofan) shipping point, en egal le wo the goods changes bands 
"he pot of shigment when the seller delivers the goods to the corm cuir (oe 
‘trucking company), and the purchiser responsible fe shiping costs and tuts seat 
In that case, Lthridge records the ale wd iaventry recto in 2006 and abbr 
2046 parce and includes the goods in 2006 ening inventory even though the compay 
ot in physical powsession ofthe wens cn the lst Jay ofthe isa yet. 

‘On the oxher hand if the pods ae shipoed fo. destination, the sll responsi 
shiping aoa eva ite does not pas vai the goods arive oftheir desunaton (the 
‘omer’sIoeatie). In our example, ifthe goods ar sipped fo, destination, Late 
‘tudes the merchandise nits 2006 ends inventory ad the sles rexordel in 2007. er 
‘econ the pashas in 207 
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‘Goods on Consignment. Sometimes a company aranges for another company to 
“penlat under caelgnnnnt. The yoo are piel ansered w the exer ecmpany 
congo), but the transferor (consignon retains Legal ile the consignee can’t find 
“eye, the goods are retard othe cons ene Ia buyer found, the oii rets the | 
‘eng price less cominssh and approved expenses othe coger | 
‘Awe discussed in Chapter S.bacause risk a retuned by the consign, the sale i not Goes hel on 

ample (revere fox revognized) vod an eventual sal nx hid py acc Asa res <onagrrt ne | 
la, aoa held eonsignrnenc generally are n0t include inthe consignee’: inventory, (Pend the 

Whe stock, cy elon othe consignors should be noloded in wventrey ofthe con Severe en sed by | 
“Spor eventhough not in de campy’ pica possession. A sake is recanted by the co- She eanlgnae 

apr only when the goods are sol by the consignee andi pastes o he custome. | 


‘Stles Returns, Recall rom our discussions ln Chapery San? hat when the right oe: 

“neti eller mat bo leo timate those returns Tore revenus canbe recognize. 

‘Ths asjting ety for etiate sales cera reduces sacs revenue a acount occ 
“Althea ime, cost of goose sols reduced and invemtory is increased (se Hust 

“on T-20n page 313), Asa resul, a company inehoes in inventory the cost of merchandise 

patos il be returned 

‘Noe that We've considered which goods are puto inter, let's examine the types of 

hat shold sean with Une inveny antics 
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genes Ohio cst clues he purchase piso the gods Bu usally the Sxpendnere eemary 
again invenry abo Inches Fea charben on Ici ods ane bythe ng way 
ribarance cts incre te buyer wil the goods nen tans (fehipped tab. | <eens 
ht an the cot of unloing anpacking an eparng mere venen) "nce nae 
Vl ru rae avetoey fur ese” THe concluded ner) are elle 
Tey ar neal With prods ad exponsed as et Foo Bld only 
‘eel prt are ld 
*Shping chugs om uigoing sods ae eo te sling uty anda epretas sing charge on 
reseacewhon led ta rtf vento uit pode 


fon Purchases. Freighin on purchases s commonly included in the eost of 
"These cons clearly ane ncesstry to gt the inventory in location for sale or We 
ran gnoaly be associated wih para ods, Frei Costs ane ads to the inven 

perpetual system. Ina periodic system, right ests generally ar ade to 


herpes conto gad cho fo oe vporing pr. Se Mines sa etf 
ce page 361) Fen ay acsooning tye eryestve,ighrin ak could be 
se uchnes aco rm col raps, y tec lg a 
pene con mene cay Wack ts eli The ae ppt 
fopucture rerun prchwe Sacco, wich ey decwned nxt 


Returns. In Chapter 7 we discussed meschavlse eur fom the perspective 
ling company. We now addres returns from he buyer point of View. YOU MEY FE, pacha etn 
hl theseler views a retum asa redti of me sales. Likewise, a buyer Views atetum ‘prone sradaclon 
edition of net purchases. When the Buyer eturns goods wo dhe sells, a purchase fret purchioes 


wo SECTION? 


cone enous 


‘returns recorded. In perpetual inventory system this means x edction in both invent 
sd accounts payable if the account hay not yet been paid) ate Une of the return I. pe 
sialic nyse om account called purchase reaurns wemporaly accumulates those mous 
Purchase reins are subsrcied from: purchases when determining net purchaser. The 3 


‘Concepauly the gross method view a disecont not taken a part ofthe cot of inven 
‘The net method considers the cost of ventory to include the net alter-acoune sme 
ny scouts no taken ate rene ures expenia> The Ucar Wied ae compe 
‘stion wo the see for proving financing to the buyer. 


eporary 
0K atthe end of the reporting peo. ner the pespetal inventory stem, purchane 
counts are treated a a educon n the erry aceon, 

‘Te effect on the financial sateen of the difference berwesn the two methods ws 
is mmaeral, Net incom over time willbe tbe same using ether metho. Ther wil, 
ever, be a diffrence in gross profit hotieen the two methods equal t the arpoant of 
‘counts not taken. tm the preceding illsation, $120 in discousts not tke Is include 
Invest expose using the net meth! nd cow of gx wld using te gross metho. 

iwsration 8-4 compares the perpesisl and periodic inventory systems, using the 
method. 
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“The Letiidge Wroletls Boverane Company purchass wo dinky hom producers and then huusvexnon 8-8 
Sie them i ftaiers. The company began 2008 wth mere=ndie Irvertary af A trcetery 
oot Dutng 2206 addons marchandga x purchased on scours ota con of $400.00, Shy 


Siusiliowretred rset eat ue Sey henson ed 
{Bio tecnicos 8000503100 renertoy ares om 


ein summary orn acsoreing to beth the perpetal 


of whether the perpeival or periodic system és wre, i's necessary to assign dollar 

tothe ysl quanbties of goods 3’ and goods ering in ending inventory. Une 

ef fnvettory is pelialy went and teen hgh the system assigning 

complied ty making un assurgtion epadinsbow pond (andes sci 

ow ie the nyse. We ame the eevimon cox low assumptions met pre 

ola aus he cof gua an he eos emg inventory 
=> 


‘ean peer tn a lg 


‘As the dats show, 7.000 units were purchased during 2006 at varias prices and 650 
‘nits were old. What ithe cos ofthe 5,0 nits sold? all unis, incline 


ventory, were purchased at the same price, then th answer would he simple, However i 
carey isthe cas. 

‘The year stared with 4000 unt, 7,000 unis were purchases and 6 500 units were ld 
‘This meas $00 unis remain in ending inventory. This allocation of nis availabe fr 
i depicted Graphic 83, 


petnic ystems used wat ithe costo he 400 units in ending inventory? Ine 
‘wom, which ofthe 1,000 64,000 + 7.000) units avaiable forse were sot? Are they 
‘more eypensive ones boopHt Yor the cdo he year, othe es costly ones as 
‘ces messed Using the numbers given, e's consi the uation a flows 

Soginning imentory (4,000 its @ $550) 

Ps: Purchases 7,000 uns variou pias) 

‘Cost of goods avalible forsale (1,09 units) 

Less Ending inventory (4,500 units 7) 

‘Coit of goods sold (6500 wis @ 7) 
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“The 71.500 cot of yoo availabe for sale moat be liste Wo eding inventing and 
1 goods so. The allocation decison is depicted in Geaphic 4 
Grarwic 84 


‘Allocation af Cost of 
Goods Avatable 


plus cost be 


Sao 


ets tum oar anention now to the various inventany metho th can be used 1 aleve 
Alpen, 


IDENTIFICATION 
onetime posible foreach unit old during te perio or each uit on hund atte end LO 
peal oe matches with ite tal coat. Actual nts a be determined by reference 
Ae voise representing the purchase ofthe em, This tia i use equel by com 
elling une, expensive product: With low sles volume which makes icrelaively 
al ecaorsically feasible assets cach tem with actual cos. For example, 
Tnve anit serial munbers that cam he used to natch a specific auto withthe 
ening the actual purchase price. 
“The yc identification methed, however. snot fxsble Tor many types of products 
beni tems are not uniquely denial or because its to cosy wo mate a ype= 
patchase pice with each Kem told or ea ite remsning in ending inventory. Mont 
cot flow methods t determine cost of good sold and ending inventory. Cost 
thas are based on asurmptions about how inyeniory might flow jn and out of a 
However, I's kmporan nite ha the acu low ofa company's inventory 
yew corespond tothe eos Mow eum. Te Yarous motivating factor tal in 
agape ice mong aliernative metas ae liscwsed ate inthis chapter: We 
tiple the three most cornmon cost Nove methods average ost, Fini fist-out 
an astm, ist (LIPO), 


cost 
“ont mothod assumes tha cost of ood wld ond ending inventory consis ofa Th weerage cost 

al te se yaa forsale, The sverige i cest applied goods sold oro "Methed asimes thot 
sree fet simply aver he various ni costs of purcases during the pe- Sem sd ans Rome 
jan ayrage unt cost edhe y the nome units acquired atthe ysis walt cos. yoy 2 wre ca 


Average Cost. Lo peril invemiory ystn th 
tt end of the period as follows 


secighted averapeiscaleu- se 


Coit goods available forse 
‘Quanity avalabe forsale 


‘Ti calaton of average: cost is demonstrated in Thstation 8-SA using data rn as 


‘Weighted average nit ost = 


5. 
‘of good sold ake coald be determined dietly hy rouliplying the weighted 
Ut on of $6.80 by de numberof units sold ($6 50 = 6 500 = $42,250), 


Average Cost. ‘The neighii-average ust cost ina perpetual inventory #3 
“imoviog-average anit cox A new Weighted-average unit cot i calculated 


ss 


Se secTION? ——_Eepomicarouens 


uusteanon 8-54, ‘ainning inventory (000 wis 9 $5.50) ‘$22,000 

peepee Pus: Purchases 7.000 wis @ various ices) 9500 

Petodie invenicny ‘Cont of goods avaiable forsale 11,000 its) 71500 

Seen. ‘Las: Ending inventory (des armined below) @9250) 
(Cont of goods sod (6,500 us saz 
Cott of Ending inventory: 


‘Weiginac.average unt cost 
4.500 units» $60 ~ $29,250 


leroy syst the each me adnional units are pureed. Tho new svanage is determined after cach 
srorige cont ibd by (1) urmning the cost oF te previous inventory balance and the cast of the new pure, 
spped by eomestng + and (2) dividing ths new ttl cos (cos! of pools available forsale) bythe numberof 
pope ‘n bared he inventory units hase a} for sale), This average f then use t cost 
SSRI nconey sits old before the net purchase is mace, The moving-average concept is applied in Us 
porchned, uraton 5-31 


Ikwustwanion 8-58 Average Cost—Perpotsl Inventory System 


Date Purchased Sold Balance 
memory +4900 $50 ~ $22,000, 4.000 0 5.50 ~ $2200 
Jen 10 2owoess50= 514000 2.9008 $5.50 = $1,000 
sn 11000 @ $6.09 ~ $4,000, 411900 «$6,000 ~ $1,000 


2.000 | 1.000 ~ 3.000 vay 
[sr700 


[$202 sud 

et ame s7o0-5r.0 sera + 1000- $0 
[sacra 00 + 000 0k 

Apr 15 1SOU@SAI=5 9500 4s00@56.333~ $2850 

Se smess-sam0 soso 28002 fae 
5100s at Ai + 500 2500 

Nea eone.ses0~s2040 43000 S00 soasn 
Ta cn of gts cee 


On January 17 the new average of S5.067 rounded) iscalslated by dividing the $7 
‘os of goods avalabl ($11,000 from teainning inventory + $4,000 purchased on J 
17) by the 3.000 units available (2,00 ys from begining inventory + 1,000 ut 
‘quired om January 17). The average iy wjlaed o $6.03 (rounded) With the Marc 23 
‘che. The 1.500 units sold on Apr 15 se thee costed atthe average costo S613. 
Periodic average cost and perpetual average cost generally prodice diferent all 


se frnin tiotaue (08 Eds sok nd ending veREe. 


FIFO) meted mares 


hocomeecid ce" FIRSTIN, FIRSTOUT (FIFO) 
Secret wore ‘The rstin, firstout (FIPO) method assumes that units sold are the first unit 
segue tre ‘Beinn inventory is wold firs, followed by purchases dung the pio nthe ch 


—— 
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“lane of their sequiston fo our ilstration, 6.500 units were sok ring 2006, Apply Snding nntory 
FO, ae woul beth wy nein rie LO tsps Yn a re cra 
‘ur 17 and 1500 of th 3,000 nts rom the Mach 22 purchase. By defaleading St 9 et ecm 
eno somite mast ecenilyacquied unt. ase. the 450 units i ending 

Beso const of the 3000 unit prchused on October 5, ond 500 ofthe 3.000 nis 

et on March 22. Graphically the flow sa follows: 


Units Aveilabhe 
a “4.000 


by ijn 
mee 


Man22 1900 


FO tow 


aso min ecns mene 
oats 00 
Toot 73309 


evade FIFO, Rocel tha we determine physical quanises on hand ina periodic inven- 

ys hy aking 2 physical cuit Costing the 500 urits ending iaventry this way 

ial gives Us the ost of goods sold as Well Using she murbers from our astra 

tre drmine coef gms sa a be $3850 hy suastng the 833,000 ending i 
fom $7100 cot pools avaiable for sle ax xhown i Mstation 8-5C. 


“Ofsms,the 6500 units sold cout be cote inet laws: 


Date of Purchaes Unie cove Total Cont 
Bogie $550 322000 
an 17 00 000 
Mac 22 ed 10.500 
Total Sasoo 


FIFO. The sme ending inventory am cont gots nl amounts ase always 

it pepstal iaventoy sytem a in aperiodic inventory system when FIFO Is 

sl cots a fist in and ist out whether cost of goods 

‘made cr ute ef the peti ws esa aut The 
perpetual system i sown i [usaion 85D. 


 FIRSFOUT (UFO) ‘hoetame sei a 
firtout (LIPO) method assumes tht the wits sold ae the most ween units Trove tat wre most 
incursion, the 6.500 wos assumed sod would be the 6,500 units acquit vecwnty aca 


—— 
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luusmeanon 8-50 


FIFO—Perpetua 
Inventory System 


spebing UFO cosets 
‘be ome a 
ie a 


UFO tow 


uusteanon 6-56 
UFO Period 
Inventory System 


sao a cae 
pees ae 
= reccomend 
ae ee 
= 
=e ad 
las 
ee 
ee aoc ee 
oles 
oon 
wen Mieepeame ~ ole ae 
ine 
1000 @ $7.00 | #5229 
ee 
aa 
oe 
eee eee 


‘most recently; the 3,000 units acquited en October 15, he 3,000 unite acquired on Mach 
nd 500 of the 1,000 wits purchase on Fansary 17, Ending inventory then, consis fe 
‘mis acyired Gs inthis case, dhe 4,000 unis rom heginning inventory and 500) of 
1,000 unis purchased on January 17. Graphically. the fh isa Follows 


Unies Avaable 
Cy 4000 

| $500untain ending imeitony 
Jen 800 


ieury determined Yo Be $25,000 (alee 
Joa) by the LIFO assumption and using 4 pooic system x subtracted fom) cos of gos 
vale for ale wari atthe est of boos sold of $6500 as shown a Tkstation SE 


Baginning inventory (4,000 units $5.50) ($22,000 | 

‘Plus: Purchases (7,000 units © variowe prices} 49,500, { 
st god mal for nl (100 ua) am 

‘Less: Ending inventory (determined belo) (75,000) s 
eat of good ol (500 ut) es) 
Ga bess sunars h| 
Date ofPurhace Unie Unicast Taal i 
Beckninginweniny——4000~=~*«SSSOSCSCS:C«R | 
ani ‘soo $00 +000 a 

Tw swe 35.000 | 


“The 6 S00 so could be costed drei as follows 


Date of Purchase __Urits__Unit Cost __—_—Total Cort 
den? 500 $500 '§ 3.900 
ae 22 ‘3000 790 21,000, 
Oc. 8 3000 730 zm 

ba cy pe 


IFO. The application of LIPO in pepe! syser is sown in atration 

SF Foch ime inventory Is purchased or sold. the LIFO layers are adused. For example, 
ihe March 27 purchase, we have die layers of inveiry at Uiflerent vit cst ised 

ns conch! order a ther purchase. When 1,500 vite are wold on April 15, we at- 
By Eome from the most recent hier of 500 its prchased et $7.00, 


ie hat $14,000 ofthe cot of go available or sal allocated to cost f goods Perpetual UFO 
ty pepe LIFO and $27,500 ening inventory (ip alae arte lst sas” 25" rn 
‘hci diene fon the pric IFO res of 46-50) and $2508 Unlike IFO, 12 

sri LIFO ina perpstual vero system ill enealy emi in am ending ivesiry edie eae 
of goods soi fret fom th allocation aves tapping LIFO ine periodic ove abtane 

m Peer LIFO splice ln, aout concept ool aes and otal puncacs  *4ANg ered 
the coaclsion ofthe reporting pero. Perpetual LIPO ups he sme conce, Wt 


the beginning inven 
"Hythe end of the yea eng purchases have hen rade thal the begin 
"no! be assumed to rem init, sn the Janary 10 unis sold would be ewes 


3k SECTION —_EzanomicRasoes 
FO 
‘S2US00 $46,500 


Comparison af cst 
‘iow methods 


Cost of good old 
Ending inventory 
Tota 


m0 $7130 


[Notice hat the average cost ethos inthis example prdaces amounts that al 
‘ween the FIFO and LIF amounts fo 0 esto ends sold and ening Inventory. 
ll sly be the case, Whether tw he FIFO or LIP that rece he gest 
‘st vile of cos of gods sla end inven depen othe ste of he ca 
‘st changes daring the peed 
eit cost are ‘Ding prods of geveraly sing cos sn or exanple, FIFO reels na lower 
wai, UFO wil of goods sid than LIFO beaut he sur cosh atest purchase te ate 
pepe opaly LLIFO cost af goods sold will elude vie more recent higher cost purchases. On the 
i2tandng eneey Ran FIFO cong iment cies he mn coven highe on paces Which elo 
Simro. ahighereadng inven han LIFO, LIPO ening vey ines he omer cont 
Cates pues, Conversely feos ce delinn.then FIFO wil esa gh 
Of sod sid al ower sig tvent tam LIFO® 
Each ofthe te maods is permieie according to generally acxpled account 
RN err, ent Ar sompay mada be ocsans se rao 
‘entry example, International Psper Company uses LIFO fri rw mai 


[2.0-953 Finished pulp and paper product, an Roth tc FIFO and average cst mers free 
‘company mst ‘ventories, Because of the importance imventvies and the possible dicen est 
ladene the inventory itferent methods on the inal taterent, a company must ent ina isco 


smemedie) wees: the mens) usex The chapter's opening cise Ichaded an example ofthis disclosure 
Ford Motor Company, and you wil ecountet additonal examples atest the chee 
Graphic 8-5 shows the results of a survey of inventory methad ued hy 1 Brg 
‘companies in 2003 and 1973. FIFO ise mest populat meted i both periods, bat 
‘ha been dramatic increase in the use of LIPO sinc the earlier perio. Notice tha the 
‘un (otal forthe numberof companies greater than 60. indlcatng that many 
‘clued inthis sample douse mip nets, 


Grane 85 


Inveneory Cost Flow 
Method Used 
Praciee 


Oar et te i en rt cd de 


Inventor measurement technigues vaty wey actos fren counties, In Mev 
acceptable technique btn use the test purchase pre 10 measure ending 
{5a not perm he use of UFO 


iether wr rts tse pepsi re 
‘Shona ino Potent 
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MAKERS’ PERSPECTIVE—Factors influencing Method Choice 
cies mova companies 10 einese one ethod over sneaker) Wit fetors have 
increased populany of IFO? Choosing among ateratve accounting methods x 
neue Ofien we choies are a made nelaton ut uch a Way tha he com 
sf invenory cont OW sesamin, Jepresiaen nod, pension weston, and 
Jes mest pacar ohjective Also any believe num ages sometimes make these 
'o maximize ther own personal beacis rather han hose ofthe Company ort ex- 
eonaons. But egies Ue exe, to inact epored aber an impor 
oidention neh chrce oF method. The sventery cice deteins (a) bow closely 
eon elect hese pysieal wr of verry) theming of reported income 
nce as CFpeRss, and (<) Row well oss ar mache! with associated revere. 


Flow. Ifa company watted wo choose a meio hat soot clinely appeimates 
vesifcaion, then th actual physical flow of inventory in and out ofthe company 
viva the choice of method, 
“Fr ecample, companies fen aenp sell the cldest soc in inven firs for some 
odics. This certainly \s the ease with penshable goods such as many grocery 
ps The FIFO roethea best mires the pyc flow in ae suations. The ayerag> cost 
night be use fo guide ch ax chemicals whore ms sold are taken rom i= 
ofimeniory air al eifereat ines and ciferent pices. There are very few iver 
hac) fh a a LIFO mane, es important fr you to wedesting that ther 
pee that companics choose an inventory meio that approximates actual physi- 
hw an few compares make the cheice on this hasis Infact, as we discuss pet the ef- 
ft  aventry method on income and income taxes s the primary mexivation that 
eta eho 


Taxes and Net Income. Ifthe unit cost of invemuury changes during period, 
try mets chosen can havea significant effect ox the amount of income reported 
ompany external pres aa also on the sun of incte tes paid the Iner- 
Reco Service (IRS) and state and local tring authorities. Over the enti life of 3 

cos of gods 3d for ll years will equal actual costs of tems so rpariless of 
retary rethod used. However, as we have discussed diferent inventory met can 

‘ipiicamlydlfeent results in each parila yer 

"When prices ie and inventory antes are not decreasing, LIRD pres a higher cost 


‘case willpower ata nce ng LIF and lower takes wi pl 
Tae oes lined petanenly, oly ee Te enced awa wl be 
lobe tuning aheries whe ie te ol coat of iveney oe dani wae 
Ect owcve, rn roo nese of etme ae 
Sr ramageoso sve dll ay een iat ps eck ei 
zl te cet suey es eh ctr hth poplar a LIFO a Mom 
me gical) tore 197 ed 200, Tre man ert paguaty 
ble to high inflation (increasing prices) during ie 1970s which motivated many (<t 
ssh LIPO rer tpt a re s 
Bera sol fens conyers oe, epee (eng to pod 
gurl mcs meee! coring ae gaan of te opting wn 
tenes tpn income tem oc oe ts al nae 
Taso cans ies aa ye me eet emcee mcd 
RS regulations, whicl determine federal taxable income, require thar if a company 
Totnes uncle come he sompny thems ene CAFO fea ar 
This lacn be APO confor al wees tolmeney sox 


GEOBAL. PERSPECTIV 
nthe United States, Is company ses UFO fr tax purposes, he same method mnt 
sed for franca reporting. But offerences might et for ather accounting chee 
Other countries equine much cose conformity af acounting pater ard tx ews, 


Because ofthe LIFD conformity rule, vo obtain the tx advantages of sing LIFO inert 
‘9 of rsing prices, tower net incomes epored to shareholders, ereitor, and eer eee 
‘ul parties, The come ix motivation for usiig LIPO may be offset by desire ep 
higher net moome. Rese net scons could ie a effec. a corpration’s share prs 
‘hommes paid o management, or on debe agreements with lenders. For example. 
tna indicated tha the managers of companies With bonus plans tied to incon meas 
mote likely to ehoose secounting methods thal maximize thelr honines (en tho hi 
198), the LIEO conformity rule was liberalized wo permit LIFO users to present 
ned supplemental disclosures, allowing a company to report ante the ee! 
anmther method on inventory valuation rather than LIFO, For example, Graphic #6 sy 
‘the note provided in a recent annual report by Alea, Inc leadng pdacer af ania, 
Aisclosing its use of LIFO for part of i inventories. second noe provides the suppenan 
tal LIFO discloses. 


‘Sirray af Signer Acoumting Foes 
ec Sd a ive of cto sr wt cea bral po 
US dcomaonimeporesStmred ne Oulomen kaka neon ee me | 
costa eer erat prnopay enarped tons be wcene sen eed 

6. verter part) 

oprocnaay et total varies t Dec 31, 2003, wee velo 2 UFO 


value on a average-coxt bass, tte nventories movi hnve been Sand $318 
higher the end of 2003 and 2002, respectively 


UFO Liquidations. Fariecin te text, wo demonstrated the importance of matching 
lenves and expenses in creating an income sate that suse pret ee 
fows. IF prices change during a perio. then LIFO generally wil provide a beter mitch 
revenues and expemes. Sales elect the ton recent selling prices nd cost of goods sl 
‘as the costs ofthe most recent purses. Graphic 8-7 hows the General Mil, 
closure tht wa included in its umnary of significant accounting plies 
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he ce vase, though, inveteny contin alan set with LIPO generally ae 
ae bec they reflec ol! pore transaction. Ii spruce fo 8 company's 
inentry balance to be based on unit ost actually incur several yeas eater. 


have boca increasing desteasing. : 

than would sve tesa! if the lignite! inventory were inched in cost of goods 
sire cows, The puper profs (owes) caused by iocluding out of dat, low (high) 
a oe of goods Sod steered Yo as the effect on income of liguidaions of LIFO 


fn cont of gods ol ar 00 amit fon besoin vey ht have mo 
tae te company ha porches 10 wt 0 lon Would 
is hen of a lw an cn 0 SI me 25 
o $30.00 The erence btn thse est gs ok 
13875090 ~ 880.010) Trista beak rece eff he LIEO 
income a me the ct fl of he gat fo era eco 
($25,000 < (1 — .40)). The lower the costs of the units liquidated, the more se- 
re efe en income 
company mat close note any mera of IFO iguidation o etn 
Tr example, Gra 4-8 shows the dacloae ht heaps oot arial 
Shy Corporation, + manta of ele nd bia 


uration, Nasional Distributors. tne. would discon hat LIBO liquidations in 
‘acme by $1540 in 2006, assuming that this effect om income is considered 


discussed several factory that influence companies in het eve of inventory 
‘Acompany could! be influenced by the oetwal physica low of ts inventory, bythe 
Vet iene and the aount of income tines payable 


© United States hse sperience persistent infla- 
any year (increases inthe general prcelevel), dhe pices of maty poods and se- 
apenenced period of Gecning prices (fr example, personal computes), 


—- 


Inventory Cost The Ropers Conypacy bevan 2006 with inventory of 10 milion nits ots pineal 
Flow MeTHoDs vt. Thee uniiccost $5 each. The folowing inventory transetons cecum during the 
sik months of 2006, 
Date Wansaetion 
Feb. 15 Purchased on aceoun,§ millon une at a ost of $650 each 
Mar 20 Seldon aczount 8 ilion units at sling price of S¥2 each 
pr 8% Purchased, on acoun, §mifon ants a 0st of $7 each 
(On June 30.2006, 12 milion units were oe hand. 
Requires 
|, Preprejoural entries o secon the shove transactions. The company ses 


ming tht ti company uses a peeps inventory syste 


Sownion 4, Prepare jour entries o recor the ubove transactions. The company mses» pena 
inventory Eyer. 


February 15 
‘Torecor the pe 


Prout the required adjusting entry on June 30,2006, applying each method, 
____ tS inmitonsy 
Journal entry ‘Average FO LF. 

3 Costat goods sold (deterred bolew) «7.0 

Inverarytending—determinedtbeiow! = 705 77S 680 
Inventory fbesmring ~ 110.millon ® $8) m0 (500 
Purchases ($325 rion + 35 milion) os as 


Pia: Purchases 10 milion ris © varios rien) 
Gem of goods avaabie for ae (20 millon uit) 
ie ning inert determined below) 
ost of goods okt 


Cos fending inventory 
suis 
Weightes/-average uni con = 55ST = 55875 
12 milion units x $5.875 = $70.8 mile 
Fa 


Cont good male or ne 20 rion urs) sus. 
Lee: Ending inventory (determined below! 3, 
Cont of goods sold Emo 

osofemting inventory 


Date of Purchase Unit Cont Total Cost 
‘rl 30 $700 ‘S350 
Feb S os 325 
Beg. inv 300 100 
“ol Earl 
<1FO. 


‘Cort of goods alba or sal (20 ion rs) 
Lis: Ending iwertory Metered belo] 
Cost of goods sod 


Coto ending inventory: 


Date of Purchase nits Unit Cont 
Begin. FDmilien ‘$500 
FeetS 650 


5, Repeat requirement unum th he company uses a empl inventory sytem 


Journal ntries—March 20 


‘ecouns recsvable 8 rion =< 812 wo 8a 
Sale roverua 0 (M40 
Torecard sales on account 
Coe of gael ot (etormina Belew) mo ows 
Inventory (determined below) 40 mo 
“To record cost of goods sol 
‘Caleuation of Cost of Goods Sold: 
a. Wenge 
Conte goede sald 
(S,esca uni cos, millon 
bate Purchased Sold Balance 
eg iow. TO millon @ $5.00 “OmiBin 0 $5.00 ~| 
Feb. 15 Smilon $650 50-325 $425 
sas 
TTrnion ants ~ 04 
Mar: 20 Aiton © $5 50 = $440 
b. FIFO: 
(Cont of wows sot: 
Units Sold Cast of Uns Sal ‘Tota cost 
® mation prom $5.00 san 
© UFO: 
‘Cast of poods sla: 
Units Sold Coot of Units Sole Total Cont 
Swillon romFeb. 1S purchess) $450, sans 
3 alton fom bes. ventory) 500 150 
‘Hinton 5 


‘Management 
‘osely monitor invenloxy levels o (1) ensure he the inventories neve su 
operons ae sve, nd (2) hol the cost of ordering and carrying inventor co te 
‘pone evel Unfertanacly. these ofyetivesoien confit with one anaes. Com 
ust stain suicieva quanti of invenory tomes! customer demand. However, 
ng Inventor is costly. Fortunately yret of tools are avilable, neiading com 
sentoy cml sytem ar he tern of scary mpenent FHucben 
alan these conflicting objectives. 
‘A ast-intime (IFT) system is another valuable tchnigue that many companies bave 
to ei then with inventory managers ITT isa ystem wicd by 2 magulsctarer SS 
production with supplier a that rw” material or components ave just a 
ac nce the prion process. Haye you ever ondcred a personal computer frm 
Inc Uo, the PC you received was not matured vt you placed your or, 
ote cormponens wed in he production of your PC vere not even acquired by Dell 
sens well Thin aytem enables Del o sini relatively ow ventory halaness At 
ime, the company's efficient prado techniques sling wit te excellent ree 
ith supplies ensuring pronipe deliver of compsnents, enables Dell quickly 
[shure Jenna nits January 28,2005, fiscal yearend financial atements, Del = 
ventory bance of $489 mio. With tis relavel How investment in iver: 
we ble to gncrate over S49 ion ip sles even To appreciate the advantage 
ponies, compare these number with Hewlett Packard HP, sompany that inches 
anoat is wide variety of tchnology products, Fort ikea year ended October 31, 
UP repatedjroduet revenue of $84 hillon, Howeye> to achieve this level of sales, 
Fnvestmen inventory was oer $7 bili 
npc fora Financial analyst to evaluste a company’s effectiveness in managing 
iy Ar we dacuene in Chaaer 5, one ey to poiabiity i how well a company 
sat This evaluation it influenced by the company's inventory method cice. 
hice of ioventory method is an important and complex management decison. The 
estos ufecting the decison were discussed in» previous seton” The \aventy 
Jao alee the analysis of «company’s liguity and profabiity by investor, re 
linia alysis Analysts mst rake adjstmco's when evaluating companics 
ss ferent inventory methods. Duting pera of rising pice, we wold expect & 
sng FIFO to feport higher came than & LIFO of average est company. Hf one 
nies beng analy ad sex LIFO, precise ajsncats can often be made wing 
al dislosures provided by many LIFO companies. Recall tha the LIPO coe: 
ale ws eralized 19 pert LIPO users 19 report a note the elect oF sing & 
neha LIPO for iver vali, 
xan, te dsolosuc note exhibitd in Graphic 8-6 on poge 370 reveals tha Alena 
esa the LIFO and averge-cst inventory metas with 46% of ts ientoies vale 
FO. Alean, Ine, Alcoa's major competi, vals lf is inveauory wg the 


te om Fol Pa Suan = 9 TP 


am secnon2 


asi aaeee 
Aleoa, Ine. ‘Alcon nes 

be ‘003200 20032002 
Balance sheet 
Inventonae Sosm  Szare $4706 $4587 
Income statement: 
et sales 21S08 mgs 36a 12295. 
Cont of goo sold VAM 1637 NoROR Te 


‘Weean convert Alcoa's inventory and sos of goods sold toa 110M average ost bn 
fore comparing the Two companies hy using the information provided sa Graphic 8-6 

tories reco at LTRO were lower hy speweniutely $358 milion st Decerber 3, 
‘and $514 million st December 31, 2002, hun if hey had boon valued a average eos: 


2003 
Inventories as eportn) same 
‘Ad conversion te average cast 358 
Inventoris (100% average ost) ‘So 


Cost of goods old for 2003 would hye been $44 milion lower had Aloo wed 
‘ost insead of LIFO. While beginning inventory would have bean $314 malionbiahes 
Jing iventory also would have bse hcher by $838 million, An increase in beginning 
ory causes an increase in gost of goods sold but an increas i ending inventory 
‘decrease in cox of goods sold. Puta 


‘The higher the ato, he highe she sarkup company ible to achieve ont 
‘For example. s product ths cots $10) thi sold foe 150 pravides gro profit cd 
{S150 ~ 100) and a gros profit tio of 38% ($80 * $150), Lat same pred can be 
for $200, the grows profit increases to $100 and the gross pri rato ineraces 0 5% 
+ $200) and more doa are avilable fo cover expenses other than cos of sods sol 
“The 2003 gross profit (Sin mallions) or Alcoa, using the 1Q0% verge com 
{54410 (821,504 ~ 17.054) ae the aro profit ratio is 215 ($4,410 + $21,504) The 
og Alcan also is 214% (813,640 ~ 10,802) ~ 2.838 ~ $13,640} The alo for but 
fies sess dan the lndasy average of 27%, 
“Monitoring his rato-over me cun peovide valuable insights, For exemple. a del 
tio cou! indicate thatthe company 3s unable o lfset rising cost with correspond 
creases in sales price, or that sales peices une defining without commensiste 


‘Shows themiron he mera ety ls esl Caring ering 
‘The more equeily anes rae osellc tum ones ven. the Oe i 
teat veny be fra given eel fas, Usa the higher te wa te 
frofabe «company wil be, Monitor the inven tumor rai oe nee 
{ig pte proiems. A dcling so geeraly ms vnlarrsblc aa cs 

theese of ube orskomvin prc or or matting and cls eles 


‘Recall ha the rato computed Fallows: 


Conia gis seid 

‘Drege nveotory 
evi he venir tem aio 3 ys compete average day fa 
wh lech verge ner day aly hes wl vet 
"FAs theinverery tumone ato or 200 59617094» ($082 + 2928) > 
in avers ys neioy i days (5 = 5.49). This cma war ot 
{310902 — [S).100 + 1,387) ~ ZI) anda average sys memory of 56 aya (163 
83) fr Alen, aks ele more days on ave for Alco ot Ose 
Act's laventay irover of higher than he nds average of 61, while 

sinker 

Trcremes hat ou iran in ont yoo sl might intensifies 
sales These erty balps yale ets ht company bas obs 
oun ventory. Tis proposition was excd a opotantazademierscach 
Pdr Lev and Thiagarajan emeclly demons the importance oso 
cna vals Ia vauing compiles” son teh. Toe se of alables 
svenry (change in ventory minus change uk) Toe sent varkbe won 
tbe gic indicator of sek stn. privy dng high td edi 


Taventory utnoyér rato 


Quality 
in the ratios we discussed ubove often provide infymation about the quai of a 
 crtent period earnings. For example. slowing lumover ratio combined with 
has srl eveniony levels a cae the ptent a for docteased wodbetinn o> 
avery, oc need Yo decrease pices 10 sell inven) (which will hen decrease 


ply changing prices Farler in hie chapcr we sacussed the effect of « LIPO. 
fe company pric. A LEFO liquidation profi (orks educes the qui of eu 
‘amings. Forunacly fr sna, companies must disclose these profits cr 
marl In addition, LIFO cost of goods sold determined wsing aperiodic inven 
is mone sonceibto manipulation than ie FIP. Year-end purchancs ca have 
fit on LIFO cost of goods sold in rapid cost change envionment, Recall 


Tees carings quality because st car mash /cemanent earings. Inventory 
ys apd changes in inventory mathod are io adlional inventory related ech 
oomypany could se fo manipalats earings, We Uiscass these issues inthe next 
. 


IHODS OF SIMPLIFYING LIFO. 


med described an illustrated to this pot is alled unit IFO because the 
i isto concep is apie 49 kia uns of Inveaory- One prblem with ai 
ta canbe very covly to implement. It requires records of eact unit of inventory. 
of maintaining these rend can be significant, praculaly when a company has 
cilia uns of avery and when unit costs ange often dung apie. 
previo section, a second disadvantage of unit LIFO ws identified —the possbi- 
0 lyer wil be ligule if the quant ofa particular inventory nit decties 
begining balanee. Even i company’s tial inventory quantity sable or i- 
ine quanity of any pica ventory uni devs, un LO wil guia all 
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‘4 potion of a LIFO layer of inventory. When inventory quantity dectines in 2 pei 
rising costs, npacunent wer cox wl be included cost of goade sold and mache 
‘curren sling ries, resulting in LIFO iguldation peo 

“This part of te chaperdisusseststnqes that cam be use to significantly sue 
secondhzeping cass of LIPO and 1 miming the probability of LIPO inventory ey 
‘ng lguidte Specifically. we diseus (be use of vente pools and the dolar 
tnethod. 


LIFO Inventory Pools 
‘The objets of using LIFO inventory poke ato spit recudheepig by 

ren tit pools ass on pl sls the teal wis an 
thers 9 LIFO Toyertiglacon For snap a flat company might group 
fades of window glass ito a single window pool Other pols might out gas nl 
ing door gam A aber cape nigh pol ts ave) insane, taming 
fetalng eater 

“This allows «company to aouet for fw Inventory pool rahe han ovr) 
‘ype of inventory partly. Within pols, al prchases ding «perio econ 
ave Reena ae te ie am he se cm Inv cont a 
sm averap cox forthe po the qty a ending inven fr the pool ncmase 
igen wl cons of he epning Inventory psa ingle yer ad 
end athe vere azgustio cet tht po 

Tres an example. La’ sy Dian Lamber Company bas rc mb 
tory pool tht nce hee types oak ine, and maple The Beginning over 
ote lowing 


Quantity cost 
(onci Font) (ParFoo) Total Cost 

o 16000 2 35200 
Pie G00 3.00 ‘30000 
Maple 14000 20 33400 
non sao 


‘The average eos foe ths poo is $2.47 per Bou Foot ($98,800 ~ 40,000 boas 
‘Now assume hat dai dhe tex epi per! Dlariond wold 46,000 oad fest 
ber and purchased $0,000 board feet a follows: 


‘ausntity cont 
oar Feet) (Per Foet)__ Total Cost 

One 70000 $235 45000 
Fine 14.000 300 42000 
Maple 16900 250 topo 
50.000, ‘517.000 


‘Te average vos for this pool s $24 por board foot ($127,000 ~ $0,000 board 
Because the quantity of inventory for ve pool increased by 4,000 board feet (0,00 
‘hated es 4,000 sola), ending inventory will include the beginning inventory aed 
Tayer consisting of the 400 boa fee nerease. We would ed this LIFO layer a 
age cco prehses mack daring the price, $283, The ending inventory of $108.90 
consist of to layer: 


ueny cont 

(Goard Feet) __(Per Foot) Total Cast 
Beginning ventory 40,000, ‘soa 3 9aa00 
LUPO tayer ace 2000 254 s0180 
ding inventory Sioa.v60 
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th advantages of LIFO inventory pools, t's cosy o image stations in whieh 
are act achiove.Suppuse, or instance, that a company dscoaiinues a certain 
‘acinded in one ofits poss. The old costs that exe i pice layers af inventory 
le recognized as cost of goods sold and produce LIFO liidation prof. Even ithe 
cts replaced with another prvi. th replacement yay tothe similar exon to be 
in the sae inventory poo. fac the process iif of having to pecially ne 
pool as chasges in produet mix occu, canbe expecsive anime Consuming. TRE 
ue LIFO approach helps overcome these pmb 


Value LIFO 


us LAPD. gid ih iid ply ing te On nd 97. oH 

sectGeeninasecrtmtrte mcs Betcceeaticemsp ae QB 
int ons sapuy ect age rey pn oe fo 

fern ao clang nn ea meh irs ered 


Fiare thet are ely 


GES OF DVL 
metho has impart ayanases. Fit, it simpli the recordkeeping procedures 
ato mit LIFO because no information is needed about unit Hows, Second st ini 


en he matnod can he ase by fist! do no replace unit sold with Mw Un ofthe 
“ind. For fs whose products ate subject t annual model changes, for example, 
a ome years ineriiry ans not the samc as the prio years, Under pated LIV, 
rie eplacement items ust be substantial identical previews models oe finde 
asp. Uses DV" no distinction i draw betwen the old and ew merchandie 
ns thei physical characteristics, so a moch bower range of goods ean be i 
the pool. Tha, the acquisition of the new items i viewed as weplacernent oF the 
al of theo items. Because the oi ayers are mairiaied, his approash retains he 


Ine ws ade by moan the cing quantity wi te beginning nt The fo 
ce wa of nveniry, Vader DVL, we determine wheter anew LIPO layer was aed 

the ending dolla amount withthe bepinng dollar amount. The focus ison in- 
Tale ot uit However, ithe peice Teel i chard, we now away to determine 


Sine yee yearn wich he IV th i adopted thle ear my Th cot den rhe 
arn whic an inven lee created Ths voninde oe base yar ict oe om Yor 
Sb! yar indees ref sont change it vt the ee eae For exam SNS og 

ink” finery feo cot $13 a tc of he cue ea and S10 at he 


‘end of the ba Yes: the cost index. forte Curent year World be: $120 + $100 = 120% 
1.20, index simpy tells ws that coss in the Layer Year ar 12% of what they were 
base yar (costs ineteasd by 205) 

"There are several echoigues tha eb used to determine a inex for x DVL pork 
‘eter ioe lbs the Constaner Price tne orth Producer Price Indes can be use. 


‘chain meta. discussion of these metals is eyo! the spe ofthis ext. Tot 
ples ae lusts, we assume cost indexes are given. 


‘THE DVL INVENTORY ESTIMATION TECHNIQUE 
Tysomma peintin, _VL.estimation bepins wih the detesmnation ofthe curent year's eding inventory 
in terms of year-end cost. 1's po eecesary fora company tang DVL rack te 
im cos of purchases ding the year. All hats needed is wo take the physica quate 
poacend cont Ross. hand tte end of the year ans apply year-end costs, Lets say the Hanes 
‘Adopted the dollar yl LIFO method on Jancary 1, 2006, when the mventoy vale 
‘$400,000. The 2006 eading inventory valued at yea-end coms is $4,100, al the oi 
ex forthe year's 1.05 (1054). 
‘What i te 2006 ening inveswory valued st DVL cost? Te first step isto conven 


‘The $420,000 refets the 2006 ending inventory deflated to base yea cost 
[Next we compare the $420,000 ending inventory at ase year ent to the being 
tory, ale a base year cost, of $400,000 The $2000 crease i haxeyeae doles 
sea increase in mvestry quantity dosing the yea. Applying the LIFO concept end 
tyne ventory at base yeut cont consis of the beginning inventory layer of $400,000 
Flew cae years $25,000 2000 layer. These are. -ypoiheical covt ofthe layers a if each was 
Gheymerecreated, ase year prices. 
‘Once the layers ar identifi, each resale o price existing when the layer wore 

‘gure. Fac ayers lipid by the cou index forthe yeat was acre, The Sse 
thee 9 obui ending inventory at DVL cost'* 

ding Inventory owe Ending inventory 
Date sme Yoor Cost x Index = at DVL Cont 


ine ‘$400.00 1.00 ‘400000 
2006 layer 20000 hos 21900 
Tote 


x00 


1 we determined that inventory quay had decreased during the yes then tere 
‘ve been no 2006 layer aided. The mo! recently added eye, this case the heginnn 
\entory layer would be decreased i the inventory valaation determined in step | 
layer of inventory 0° a potion of a lycris used (hat is, sol) it can be replaced 
example, ifthe base year ayer sreducod to $380,000, it will never be inereased. 
‘reas n Invenory quantity wil esl in new lays being added. This station 
‘raed in the concept review exercise tha follows, 


‘eprer onan nt te nk prin tin DL tn 
‘te pie uy epecnc rods 


= 


NCEPT REVIEW EXERCISE 


cane 12006, the Johns Company dope the della: LIFO method The inven DOLLAR-VALUE 
yal on tis dite was $300,000. faventry dt fer 2006 trough 2009 area flows: LIF. 


Ending invontory 
ete at Voorn coms Cont nde 
rai08 108 
1as07 1.10 CHECK 
123108 nas WITH THE 
naAav0e x 135 COACH 
Pega 


‘vise Johnson's ending inventory forthe yeas 2006 through 2002 
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$8000 tee) -$500000 «1.00 ~s500000 


5000) $500000 «1.90 = Sson00 


Se0a000 see) $500000 «190 = son 
‘000 (200s) 30D 26 = 31800 
oo ana) 120004 3.10% 43.200 


ssco.0n jee) $8on000 « 1.0 = Sso909 
200 2068) BOO ns = 31500 
Som acon) 5000310 5800 


0000 fas) $s09000 «1.0 = S509 000 
‘i006 2008) an00 108 = 31500, 
somo 500 40-5300 
on g5ce) ago 138= 81280 sams 


ir in 8 Ym L909 48 ee harem nnn bad ro any ri 2% 


SOLUTION 


Wat lrentory methods dos Ford use to valu ts iventories? Ws this permite ac- 
Saigo GAAP? fs) Ford uses the UFO ventory method ovale about one-fourth 
Gf tsimertres The cast ofthe reining inventories etermined primary by the FO 
ati bo ofthese metho are permis second to generally accepted aun = 
ar pnncpes, 
Wats the purpose of the diclosur information tha reports what UFO ieventores 
wad have been if valued af FIFO? [p.270) The UPD conformity rule requis that 3 
puny es LD to essa tabi income tals must ve UO for exter nani r= 
Ford dos this Howeve, 1981, the UFO conf rule was ibd to allom 
ses 1 pave Supoiementldslosure ofthe effec’ on iventores fusing anather 
Ito an inventory valuation rater tran LEO. Fords dscosure ate oters this detinal 
‘amet 


— 


‘3. Is your frend correct a his aserlon tht by using LIFO, Ford was abe to report 
ris In 20082 (2275) Ys. IPod ad used FIFO isa UFO fori LEO 
Income befor toms nal prior yrs Inuing 2008, would nave bem highe by 61.20 
Hon the mrease 9 2004 ending vente It 2004 clone. care tor Toes woud 
heen #igherby $5 mln. Here’ wy the increas in ending nventry of 1001 wlan 
cexses cost of goods 04, but the increas in begining inventor of $996 milion 
lost of yoods sf, resuing inne decrease est of goods sold of $5 milion. 


‘Te Bottom Line 


1a porptus inventor system, ventory i continually adjusted foreach change 

ventory. Cost of goods sod is aljusted cack time goods ae slo returned bya 

tomer. pecodicimventnry syste aljss inventory and cons cos good Sl 
the end af a rearing period. 

2. Generally determining the physical quantity that shouldbe incfuded in ieee 
simple matter, because it consists of semis inthe possession ofthe company. H 
atthe ed of reporting pera important to determine the ownership of gods 
‘ae Ip transit between the compony ad is eustomers ts well as between the co 
td i supplies. Alo goods on consignment shouldbe included in inveniory a 
‘somignor eventhough the company doesn't have physical possesion of the goats 
[dion 2 company antieipating les eturns includes im inventory the cost 
ise i extinates wile retrace 

A. The tost of invemary include all expencaues necessary to acquire the vent 
tng itt its desired condition 104 heaton forsale or Use. Generally thet 
tres inelude the purchase price ofthe goods reduced by any returns and purchase 
counts, pls feiht-n charges. 

4. Onee cont are determine, the cot of goods available fr sale mut be allocate 
‘ween cost of poods sla edg invent Unless each ier specifically 
‘ed and traced through the system, the allocation reglfes an aesu tion regard 
‘ow of cost: Fist, fas-oot (FIFO) assumes tha unis soe ae the fest unis 
‘quired. Last-m, first-out (LIFO) assumes tha the Units sold are the rns ec 
purchased The average cost meta assumes tha cost af good sed aac ening i 
\ory consist of mixture of al the govds availble for sale 

S$. Acompany’s choice of inventory meibod wil be influenced by (2) how closely 
‘ow eflees the actual physica ows of svete. (B) te timing of income 
enses. and (c)how cost are malched with revenues, 

6 The LIFO confixmity rule requires tha a company wes LIFO to measure 
‘come, also must use LIFO for etter financial reporting. LIFO isers often 
upplomental disclosures describing the effeot on invemories of using another 
‘inventory valuation rater than LIFO. Ifa company uses LIFO and inveniory 
ities decline during a period, thea cut of dats inventory layers are iquatd sl 
ost of gouds sold wil partially wateh noncurent cost with current sling prs 
‘costs have been increasing (deeresing) LIFO liquidations produce higher ( 
income than would have resulted! ifthe liquidated inventory were included in 
_goo soldat current costs. The paper profit losses) caused by including out of 
Toor thigh) costs in cont of goods sold referred to a the effect om income | 
fions of LIFO inventory 

77, Investec, crete, and Fanci! analyats ean gain importa insight by om 
‘company’s invesiment in invenivis. The gross profit rato, inventory tumover 
and average days in inventory ae designed to monitor inventors. 

& The dollar-value LIFO method vert ending inventory st year-end cot ho bse 
cent using a cust index Alter sdalifying the layers ia ending invenzry wih Ge 

they were erated, each year's tase Year cost meacurement is convered 1 lar 

‘cst measurement using ie layer ears ost nde, The layers are then sure 

{ain total ending inventory at cos. 
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‘ne Unie Soren 


‘Masi Compan wes th nit IFO meet method The cose of th comp rh 
‘eal Pg ice he comany gt peat 94d ot nos expe 

‘hie tec ier of te conse woul Vee a cotaae og LIFO aces 9 
mere the Gee Sly Hire. wa ke o dace the rseraeping tof LIPO 
‘Sealy erased verte yas ane fern en ed he ey pt 
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REPORTING—LOWER OF COST OR MARKET 


Inthe previous chapter you lear that there are several methods a company coil 
etermine the cot of investoy a the id of period ad the comespomding Coto 
sok forthe period. Yu also leaned that spor ora company to disclose he 
‘ory method that i uses, Otherwise, investors and eeditrs would be unable (0 
‘compare accounting information from company to company: This disclose pial 
made inthe summary of significant xevounting policies accompanying the mana 
‘ments. Coca-Cula Company's inventory metho disclosure i own in Grape 9, 


“The disclosure indicates that Coca-le uses both the wveraye cost and FIFO mods 
determine the cost of is inventories. Notice tha iaventrlesataaly are valu the 

of cost or market Assets we iitally valued at der historical eos, but a depart 
‘ost is warrant when the uility of a asec (ts probable ature cennoic ene i 
Aonget au great as is cost. Accounts receivable, for esample ee valved at tel resale 
‘value by redvcing inital yauation with un allowance Fr crite necounts. 

“The ly or Benefit company receives from inventry result rom the ult 
{the goods, So deterioration, ohsolesconcs, changes in pice vee, oy sition ti 
‘compromise the jnventary'ssalabiiy lpais that wit. The lower 
(LEM) approach to valuing inventory was developed to avoid reporting inventory i 
atnount preter than the benefits it can provide. Reporing inventories at LCM eases 
{o be recognize in the pio the val of ievenory de 
‘lings below is eos rater than inthe pie! in tha the 
ods ultimately re wok, LCM ie ot an tional ap 
roach to valuing inventory: itis required by GAAP. 

“The trmendnas growl othe Inet that 00k place 

daring the decade of the 9% allowed companies that 
Prxkiced products that support the Inemet to Become 
‘extremely profitable. Cisco Systems, lnc. the world's 
largest networking products company, i ae of tee 
‘companies. In 1993, Ciseoeporied $640 rill sales 
‘evenve. By 2000, sales hu weached hearty $19 bition! 
ronal ates of $0% year-to-year were commonplace. 
‘Tho company's market capitalization (sce per share of 
common Kock multiplied by the number of common 
‘hares outstanding) soared to over $500 billion. To keep 
‘ce with this gr in sales, jvm sweled from 
‘571 million in 1983 wo over $2.5 billion n 2000, 

Althicemt of 2000, corporate spending on Internet n- 
frasimctre took a drastic downturn, Many dotcom 
‘cman wens bankrupt, and companies ike Cisco sa 
their fantastic promth rates nosedive. Ely 402001, the 
company reported its finteverquarely loss and, de to 
‘declining demand or its prodkcts, record an ineenary 
‘write-down i excess of $2 bilom. The company’s once 
Jhity- marker capitalization dropped to just aver $100 
Dillion. 
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ining Market Value 


Pos ih peceing dnconsion, you might interpret the ern marherto mean the umount that Replatement ext (8) 
be malized if the inventory were old, Hoyer, Accosois Research Bullen Nu. 43. Se"oray mean te 
et foc LCM purpenca a the snvetcy's curren! sepa cost (hy purchase {27 ena 
potato) excep tha market should no: pple 
| Hace the na elizale va (tats, estimate selling pce in he ordinary course 

of business ess easombly pesicable cots of completion and dsp), 
1 De ews tan net realizable vale reduced by an allowance fran approximately 

onl prt apn 
“nefes, we have cling and flr hetwoen which maker (ha is, replacement cost) Teg of net 
fall Net realizable value (NEV! represoatsthe upper limit and net realiabe value =atzaie value CV) 
cra profit margin (NRV — NP) proves the loner Lait M replacement cost faye of et 
bs wat te range, strepresents market ic isabove te clligor teow the er, the Sora! prt margin 
forthe lor becomes market. Asa el the devignsied market value the number (MVP extath © 
ls athe mid ofthe tree poate: eplaceme cost, net ealizable valu, and "89g thin which the 
lable vals nomal pit gi The designated tusks value is Compared "™”eHt mt 
andthe ower of he two is used to vale inventor. 
Tetcetiw the LOM mci applied in Mustation 9-1 ond then we wll seuss sthe- 

ert. 

ha the designated marker value isthe mide amount of the tree market poss- 
"This ounbe then compared oy ost the owe oth twa is the Final inventory 
orem A. cos slower than market For each ofthe cries, te designated ma 
ser tan cos, rutin an ausiment to the carrying vale of inventory. We discise 
se ei ante ape Fn wh ome ocep 


kcal Merits. What i the logic for designating replacement cones the principal 
of market vale in the LCM rule? Fis, ebange in replacement cost vay isa 
lator of he direction of change nsling price. I eplacement cost declines sll- 
ally wil decline, or sea has declined. Anode ceasom i that if previously \ 
fe iveny i fealued tts replacement ens, then be profit margin lized on is 
Shei key appximate te proit margin realizable onthe sale of ely sexed items. 
upper lint placed on replacsmont cost prevents invzatory from bel valued an 
love what canbe relied from sae, The ler prevetssuventory rom 
red a en amt below wat canbe realized fom is sale uer considering nermal | 
tour. For example, consider item D in or usealion IF tem Is valoed tise | 
ert cost of $37 without considering the ceiling or floor las of $33 (390 cost less 
cule recgized I the ite subsequently sok ats erent selling pric teas 
pol conts (NRW = $76) then 2 gross profit of $39 (57 Jess $87) would be eco | 
‘Tis ch higher than its nora profit of $2121. $100) and cones a shits 
fs for the perio he inet loss recognized dhe petod the item is sol. The 
cr prhiit thi kind of profit citroen 
ie ober hind rics of LOM cumien tha the metho causes lowest be ecopaized Some scountnts 
vert wey occured Others maisain dat it inrduces needles inconsistency in Sreln Pet UCM 
ible conservative. Inconsistency i created because LCM recognies decreases in 


fe fr example in New Zealanc markt vale defied x net alae vale. The 
Ss cational Acrnrtng Stood? ho defines wane = hel Yealable ae. 
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“The practice of recognizing decreases but not inerease st simply an eppliceion 
tivated by conservatism, Reval ourdisusions in previous chapters cm reve 
‘snd the realization principle. Recognizing mcreases in the value of inventory prior 
‘would, in mast cases, violate the eel ple. Assume that merchandise 
S100 has 2 net realizable value of $150. Recognising the increase in value would 
pretax incoxe by $50, This is equivalent 0 recognizing revenue of $150, cost of poo 
{9 $100, and gross profit of $50. Either vay, pret income is increased in peso pr 
‘sale ofthe product. Price to sale there ssualy exis significant uncertainty ast he 
Iectibiiy of thease to be received. Wen’ know ifthe produet wil be so re 
ing peice or the buyer if eventually soht 

“The LOM rules stated in ARB No, 4 are intended ws a gue rather than 8 itera 
practice, companies frequently define market as et realizable valu. This sa number 
fften s ease o estimate than replacement cost Also, asuming the NRV does rot 
‘when the item is sol. thee willbe nctier grow profit nor adtional loss. The ene 
‘om income is ecognized inthe pero de reliable valve drops below cove. 
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‘The Harley Paper Company, owned and uperate yl ary, mamufates and ell 
trent types of computer paper. The company has reported profs he malonty of | 
yor since the company’s inception in 1965 atl ojecting a profit In 2006 of | 
8,000, down fom §98:0 in 2005, 

‘a he end of 2006, the companys the proestof spplvng for bank oun. The 


roced wil he se to veplace ramfactring cqspment neces fo moderne the 

acing operation. In preparing the nana staerents for the yas, the cet ac~ 

‘Der Davis mentiones to Harley that oporxi matey 84,000 of pape ven 

os become bscete and shoul! be wtin of a loss 2006. lf wore thatthe 

would ower 2006 incre tu evel that nigh case the ban to vase the 

Without the loan woul be dea forthe company (0 compete. Ts ould exe 
ature business ara empiees night have tae bio. Bs conser 

sd 2007 ta write down te inven oy. Don Davis &coiterpiatng Ws sponses 


APPLYING LOWER OF COST OR MARKET 
{Lower of cost or market canbe apie to individual in 
‘ventory toms, ological ctegorcs of inventory. cr othe 
{tre inventory. A majo rut line can be considered a 
Toga category of invenney. For income ax porpases, 
the lower of out-cr marker rule must be spplied onan n> 
‘iva Nets 
‘Les return to ou istration and assume the wnt 
‘amounts pestain to 1,000 units of each invemary fem, 
‘Also, les say items AD and stems CE ae two coll 
tions of similar ems thar ean be considered logical 
festegaries of (ventory, lustration 9-1A compares the 
LEM valoation accounting 10 each of three porsible 
applications 
"The final LCM inventory value i different for each of 
the tree applications Thx myeniery value 347.000 at 
LCM is applied each em, 4857-000 iF ts applied to 
‘prduct line categories, and's62,000 if applied to the 
Entire inventory. Apalyine LCM to proups of inventory 
‘ems will ually cause» higher inventory yaluaon than 
‘if apple on an ier-by im bass because group appli- 
cation permits decreases in the market valve of some 
Stem w be ofr by increases i edhe. Each approach 
soceptable bur sold be applied consistent from one 
period to anes, 
COST TO MARKET 
oma applies the LCM rule and a msc wsils-iown oF inventory ix required, 
his two chokes of ow to recat the reaction. One way foul peaetice is 
he low a8 Sepuat er in the income statement An altemadive i (0 inelude the 


mo Re 


<r 


The LEM rte can be 
Seped ta levidual 
(feeraery Rees logit 
Ivertery enegetoy, 
‘rt etre vent 


Recording the write-down asa separ item more accurately reports the even hat 
‘cured—a loss from boldng inventory during a period when inventory vale declined 
‘luding this holding loss as par of cost of gods sold has the sane effect cm 
‘earnings, but distorts the relationship between sles and cost of goods cold, Cnee 
‘cost of goods sok! should Inclode only the eost of goods dually sold during the 
‘Fee so; many companies do include he “holding losin cost of goods 30 
‘Recall from our introductory discussion to this chapter that Caco Systems, Inc, 


ship between sales and cost of goods sol can be distorted, et’ coneider the tp rl 
‘company's income statements fr the Fist quater of 2001 and 2000 shown in Grape 


{sparing one om Using the informatio nthe sateen the rows rit ratio dropped from 64% (3 
selreestorg weg $4933) in 200010 7 $32K » $4,728) n 2001. An analyse might conchide tha Cee 
SEEM Sica deterioration inthe markup the company was able 1 achieve on 
‘SSaconmptorwoon’” However, his asessment is premature. disclosure note incaded in the Tina 
[Seed fst of goed ments or te et quar of 2001 report th during the quarter Cisco rene 
= inventory charge of $2.25 billion clasifed as eat of sles” We get sare cea 
raya ofthe company’s grons pot ay i we reduce the cost of oats told by the 
tory hace (wrtedowa 


Sale sara 
Aint co let S400 ~ 2.250 2180 

Adjusted gross prof 2578 

uted os prt ae so 


‘Cisco's ross profit ratio dd decline fom the prior year bu not nearly at dtl 
‘he reported financial statement information Would lead us to believe. 
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egal of which method we use to record the write-down, the reduced inventory 
fecomnes the new cost ass for subsequent reporting, qr the inventory vale Eater 
sare plot Hu sale, we do oat write back p> 


Tie Stand Company sells fur products that can be groupe! into two major categories, In 
jn nsesiary to apply ths LCM rae atthe end of 2086 foreach ofthe four products 
elo. The normal profit margin for each of the produces is 29% of selling price. 
Tiecmpany record any losses from adjusting cost (0 mathe as separate income sateen. 
deduces Inventory diet 
Replacomant Cost Séling Price Diaponsl Coats 

 e5.000 ‘siaucoo $30,000 

140,000 10,000 25,000 

140.000 181.000 50.000 

‘70000 0,000 22,000 


101 and 02 ae in eatagory A and prducts 201 ay! 202 ae in category B. 


the designated market value foreach ofthe fur products acconding W the 


the amount ofthe low for write don of instar Ut Would be reid, 
nthe LCM ret 

‘adda items 

Major eateries 

heen inventory 


he designated market value foreach ofthe Fe pacts accom to the 


@ “ 
Designated 
Marest Value 
(ite Vals of 
ev ome, eG 
+ 90.000 
140,000 
130.000 
73.000 


Lower oF Cost 
on MARKET 


doa SECON? Economic Reeouted 


‘Calculation of NRV ~ NP: 


Product Nev Ne Ry — NP 

101 30,005 40,000 $9000 
(a5 $160.00) 

02 175000 ‘0,000 ‘125,000 
125% « $200,000) 

201 130000 45,000 85,000 
25% « $180,000) 

Ed 32000 15000 000 
(25% « § 40000) 


2, Determine the amount of te loss fom write-down oF inventory that woul be 


Product 
101 
102 
‘oral 101 + 102 
m1 


‘The LCM value fo exh the eteuory application andthe entire inventory application 
sav identeal because, inthis particular cose, market is below gost for both othe 
categories. 


Amowot offs fom write-down ui individual terms: 
‘460,000 — 293,000 = $67,000 

Amount of loss from write-down asing categories othe entre inventory: 
$460,000 ~ 403,000» $57,000 


(PARA) ventory estIMATION TECHNIQUES 


‘The South Wholesale Company distibures approximately 100 products throught 
sate of Misissipp- Southern uses aperiodic inventory system and takes a physic. 
inventory once a year ait scl year end. A cent fire destroyed the enti vee 
‘of Souther’: warehouses, How can the vompany determine the dollar aneuat of 
sdstryed when submiting an inaranee claim to obtain reimbursement for the as? 

Home Improvement Stores, ne, sells ver 1,000 diferent products o eustomer a 
‘ofits 17 retail stores, The company uses «peodie inventory systom and takes 
‘uunt of invemory once a year ait fal Year-end. Home lmproverment's bank ts 
or moots statements asa condition attched to areent loan. Can the 
voi the costly procedure of counting inventory a heen of each mith io dete 
{ng inventor and cost of goods sold? 

“These are jut two examples if scuatons when isthe nnposibe or infeasible 
termine she dolar amount of ending inventory by taking a coun ofthe physic 
Jnveutury on hard at the end ofa period. Forunitely, companies can estimate 
these simations by eter the arose profit etiod or ths real inventory method, 


=— 


Gross Profit Method 


es profit method, also known as the rows margin method, As useful i siuations 
seeettinate of inventory are desable, The technique ahnble ina vanety of sitstions: 
1 Ta dbtrinng the cos of inventory thst has ben los. destroyed soe 
2 Inestimating ventory and cot of goods old for inex repos, avoiding the 
sxpeoe ofa phyeal vein) cot. 
4. naltor testing of the overall eatonablenes of inventory amounts ported by 
lens. 
4 Infpeting and forecasting 
Hever. the ross pect eto pro vies aly an aperseation af inventory and is ot 
anle nsztding 42 generally accepted accounting prieples or snow Gnanclal 


“The einige relies on telatonship you learned in he prcviows chapes—enng inv 
td ss of goods sold always equa the cost of woods svalabe forsale, Even Whea in 
sank acwn, we cam sini  hecause sect coh usally nica the cost 
aiible forsale (bewining inventory plus net purchases), and the cst of goods 
cu he extimated fom available information, So by susracting the cost of goods sold 
rom tecox of goods availabe forse, we obtain =a estimate of ending evenly 
compare that withthe Way invertor) snd cost of good: sold normally re determined. 
ly. na pescic inventory system, cdg inventory s know fom a physical count 
af goods sols derived a fallow: 
Begining ivertocy rom the accouring recor) 
Ph: Net rom the aecouring record) 
‘ood avalaefr sole 
Las: Ending inventory from physica cunt) 
Cont of goods okt 
exe, men using the gros profit metho, the ending ventory ism knowin nea, 
of sas is known —tiomn which we ea estinste the eoxt of goods xold—and 


fist epi estaing avery i estimate cos f weds sok. This estima c= 
be srcal relationship among (a) net Sales, (b) cost of woods sold, and () gross 

Cas pot, yo wil recall i simply net sales min cos of goods sok. So, if we 
hat esl are, and if We know whic peeentige of ne sales the poss poi, We 

Jy accrtely estimate cos of good ol. Companies often sll products that have 

gas pf alos As seul, accountng recon sly provide the information nes 
eesti the cot of ending inventory, even when a phiysical coun is impractical. 
he gr frofit mete 0 soe the problem of Southeen Wholesale Company 1 

earn the chapter. Suppose the company began 2006 wih inventory of $100.00, 
‘Much 7 a warenous: fire detryed the entire inventory. Company records indicat 
sof 51 50 00) ad et sal of $2,050.00 por wo he Fe The oss petite 


AD OF CAUTION 
profi eto provides nya estimate. The hey to osining good etimates ithe 
ofthe gros prof i. The rato usualy i esti from flainships between 
sof gous sod. However the curent elationship may differ from the past. In 


“Toe hay vo obtain 
ed pieain oe 
‘ay of te gross 
profera. 


> 8803. The retail iventory mehon is sna to the ross prt metho in that relies on 


conor fetoircon 


‘Morte ct aed sn de 5000} = = 420, 


‘atc a rau norman sald eed ake cen hier 


ple, the company may have made chases im the markup percentage of tame of hs 
‘ery offen different praducts have ier markups, In theve tituaons, x Banke 
should not be applied seros the board, The accuroy af the estimate can be 
‘rouping inventory into pools of procucts hat have ular gross prot eletionsdp 
than ising one gross profit rato forthe satire invents. 

‘The company’ scout fh assur sboold he inplicidy considered when exiting 
{os prt ato. For example, if LIEO Is used and the elasonsep between cost ad sl 
price ha changed fe recent aequsitcns. this Would sugges ratio diferent fom on 
the aver cost method was used. Another dificuly with the poss profit method 
‘des not explicitly emsidcr possible eto spoilage of inventny. The men asses 
‘the inventor was Ho sold, ea tus oon ha a the ead of he pad, Suspect 
‘spoilage would eguie an adjustment estimates obi sing Une gros eo 


The Retail Inventory Method 
‘donship etween cost and selling price 1o estimate ending Iventoy and cost of 


=— 
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sesame ines, te method is used by many ret exmpunies such as Dayton Hudson, 


fe ea nyeniory method estimates the apount fering investor at real by ub 
sy ses (a ea fr pos aval fo sala retail). Tis ema ending inven 


se tbe reall inventory method to wove the problem of the Howe Improvement 
ost ari the chaps. Suppose the companys bank bas asked for monthly 
stent conto ache oa Lo dad ay 31,2008, To ewok 4 ys 
of inventor. the company intends 10 use te reli inventory method to esimate 
jeer an east of gous so or the moma Tune Using data availa is a= 
econ, Huston 9-3 shows how Home Improvement can estimate ending in 
ryan) cont of gow sold for ne: 


poring ithe esas uf applying the meter are sven clase to what would 

fuse achieved using & more rigorous determination oF the cost of ending inventory. 

(is slowly the Ileral Revenue Service a meth that ean be use to determine 

pds old for income tax parpeses.' Another danse ofthe metho i that iter 

cat ew methods can be explicit} incorporated into th estimation technique. footer 

an ify the uppictio of dye metho wo estate ending nvenioy and est 

"eld n approximate average cost, lower of averac-coat-or market convertion 

el LIFO, (The FIFO rea mets possible but dies Fequently in practice) 
hose Yaitons ltr i the shaper. 


bn yn oa nt eevee ae an e 
faeai nates tm cat at ap tera eha poryra 
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Like the gross profit method, te rea inventary method alo canbe used 10 esti 
‘ost of inveniory lost, olen, or detroyed for testing the overall reasonableness of 
‘counts io budgsting anc forecasting as cl a in generating formation for nerf 
‘al statements Eventhough the retail tha provales Tae accurate tials, 
‘count of inventory usualy is perfarme: atleast oage a year to vey accuracy ued 
Spolage. the, and her ieee 


RETAIL TERMINOLOGY 
‘Our exanpi above i implied ina ilicly sume ta he sling ies 
ining inventoy and of ewes phased di ot change Fam de of acquit 
{be emt of te period, Ths frequen isn unrealistic asumgtion, Te teen Gap 
se absocited with changing real prices of merchandie vent. 


‘Toillustrate, assume theta prodet purchase for Si ntlly marke! up 4, rm 6 
510, the original seling price Ifthe selling prices subsequeatly inreated to $12, the 
ional mrp $2. 1th selling price then subsequent decreased to $050 the 
‘cancellation i $1.50. We refer the nec let ofthe changes ($2.00 ~ 1.30 ~ $30) 
ret markup, Graphic 9-4 depicts these vents, 


‘Now ls sy the ling price ofthe product purchased for $6 and initially mark 
$10, is reduced to $7, The markdowa i $3 1 he selling price i ace increased to 
‘markdown cancellation js SI. The nel eect of the change (83 — 1 = $2) the net 
sdowa. Graphic 9-48 depts this pony 
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Average a the average cos method asumes hat ost 
sh! al ern imcriry each consist ofa mixtre of all the pas available for 
Gowen We use the retall method to approximate vege con the eow-0-eal per- 


hou be based on the weighted averages of the costs and retail amsaunts foe all 
alle fr sale, This is achieved by collating ie cost wrt percentage by d- 
the otal cos of goods available forsale hy total gros avilale forsale at ret. 
is ayrage percentaye is aplid to ening ventory alsa, we get an esti of 
avenlry at average eos, If yoo lok hock to our simplified example forthe oath 
u'll noice hat we use his spac thee. Sa, ou ending inventory and cont of 
‘ek esiates for June wer estimates of average 0s! 
ewes the retail iventney met! a proms erage ets for July Notice 
jn 9-$ tha both markupe and rnarkdowns ar included In the Getermisation of 
avalale forsale arta) 


‘Average LCM—The Conventional Retail Method. Recall from 
neater nthe caper hu,bwever costs are Seterine, ventory should be 
inte balance sheet at LCM. Fornnatly. we can apply the retal nventory meibod 
‘way tht LEM js approximated This method! often is refered to the conver 

real nthod. We upp the method by exlndingmckdnns fm the euleation of 

Ipererdage. Markdown sil are subtracted Ue weal eluma bat only a= 
percentage ealulaed. To approximate lower of average cost ot market, the ret 

3 mie a shown in Mlusraton 9-6. 
that by noe sburcting net markdowss fro the dencminaog, the contto-retail 

prt than as previously (63.2 versus 64%), This aways wil be the case 

rho eas, As& re the cost approximation of ending inventory always will, 
ite taJowos exist To understand why this lower armouct approximates LCM, 
oli that markdowns usually occur when obsolescence, spoilage, overstek- 
ete, o¢ competion bas lessened the uty of the meschandise To ecopsize 


444 section? 


uusruion 9-5, 
oa Method — 
‘Avarage Cone 


uusraton 9-6 
etal Method — 
‘Average Con LCM 


canard Roca 


Cost 

Begining rvertony “$ 99200 

Pus: Net purchases 5200 
‘et ranks 

Lace: Not maredowne suntrs 

‘Goods saab orale ~ cord 


Consoretal 
Let Neco 
‘Eematad ending vane ae 
Estimated ending inventory at cost (64% » pee 
semetad con of gods od 

ae 
‘eoaving ieee, $9200 
Pr Net poche 5.280 

Netra 

caw pact EOS» ony 
Lon Na on 
Seods sre or ste a 
ese Not mien 
kite niger ot tal 
_Ectimated ending inventory at cost (6.2% » $198,000) 125,136) 
Exemates cont of ood sot ‘eau 


this decine in utility nthe pena it eccurs. as LCM does, we exclude net markdowns 
the calculation ofthe costiretal (asked) percentage, Hahn be erphsized that 
prowh prides only an apprasimarin of what ending inventory might be ws opposed 
plying the LCM rue in the more exac ay descrited eater in the Shaper 

‘Alto notice that the ending investery at retail the same usin. hoth spp 
(6198,000)-This wil be the case regarcess ofthe cast Now meth! use because nal 
roaches this amount reflects th: ening inventory at curren fetal 

“The LCM variation is ot generally ned in combination with LIFO. This does not 
that 2 company using LIFO ignores the LM rule. Any obsolete or slow-moving 
‘that has aot been marked down by year-end canbe written down to ourket air the 
tion of inventory using the retail method. This s wally not» significant problesn Ip 
are ising, LIFO ending inventory iniuses old lower priced lems whoa costs ae Hy 
‘be lower than current market The LCM variation cold be applied te the FIFO maha 


‘The LIFO Retall Method. The ls in. ist-out(LIFO) method assumes tht ui 
are those most recently sequired. When there's a net incease in ivemory any 
etod, the use of LIFO results in enn invernoy that icles the hein i 
‘well as one ar mae aidomal ayers ded during the peciod. When there's amet. 
‘inventory quantity, LIFO layers) ae luiated In applying LIFO t the rtal meth 


= 
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ray, we assume that the etl prices of gos reroined table during the petiod. 
sumption which elaved ae inthe chap. allows so look a the beginning and 

_adag inventory i dollars o determine if mentery quantity has increased derek. 
‘Well use he numbers fom one previous example to lua using the seal meta Wo 


toa ending inventory at LIPO cost we also necd to determine the inventory layer 
saving the pie. Whea sins the LIRO retail metho. ve ayuene mo tore than ne 
layer added per year if inventory increases.” ack lage will ery it ov cost 


airy added during the rere is $3%.000 a etal, whch x determined by subtracting 
ing inventory a ret fom ening inverory a etal $199,000 ~ 140,000), This 
il be converted 1 cost by multiplying by i ov cost t-ral percearage rest. 
te cure period's rai of cost reall amounts, inthis case 68.58%. 


nest period's (August's) beginning inventory will include the two distinc layers 
Ua), each of which amis its own unig coset perecntags, Notice in the 
saath net arkupe and net markdowns are include in te ealeulation ofthe 
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(OTHER ISSUES PERTAINING TO THE RETAIL METHOD 
‘To focus onthe key elements ofthe rel method, we've 80 far ned some of the 


the discounts are added to net ales before sales are ect i the real col. 

‘For example, suppose an item of mechandise purchased fr $6 is iially asked 
$10, Original selling peice is therefore $10, When the item is sold, we deduct 3s 
‘rom the retail eoluma, But ifthe ens ix tld wo an employes for $7 (a $3 employe 
‘count and recorded 28 a $7 sale, the employee discount must be added back to 
{he fll $10 deducted fom goods ail eal artve at ening inventory 2 

‘We alo ned vo consider spoilage, breakage an theft, So ft weve assumed that 
acting goods sold from goods aval forsale, we find ending inventory. I's 
‘howgh, that some ofthe goods available fr sake were lst to uch shortages und 
‘donot remain in ening inventory. 

‘Totake these shortages into account when using the retail method, we det he 
‘salve of inventory lost dew spoilage, breakage, or dein the etal columa. These 
fre expected for most rei ventures they are refered 1 ws poracl shortages ( 
breakage, ef.) and are deducted in the retail column afer the calelation of the 
‘etal percentage, Because these Joss or anticipated, they are ince impli ie 
termination of selling prices. Inching vocal spoilage fo the calculation of the 
‘woul isin she nal relationship heen conta eta Abnova shores 
‘deduced in bot the cost and etal columns before the ealeulation ofthe cos 
‘cena. These losses ae not antiepaed and re not incloded inthe determination 
prices. 

We cap the reatment of special clements in the application of the retail 
Graphic 93 and iste he use of sere of tem nthe concep review exercise al 


Gaaric 9-5 Recap of Other Retal Method Elements 


‘ee Henderson Company uss the ral inventory method io estimate ending inventory and RevANL INVENTORY 
ou of goes si The following data Toe 2006 are availasle rm Henderson's accounting METHOD. 
ean 


= ee 
Beginning inventory Sapo $12000 
Porches ‘8000 9,000 
Frights 330 
Farce tra 3000 4200 
Net marcupe ‘6000 
ot rarouns 2400 
Nera spodage 00 
ot sles 2000 


company reanls sales act of employee discounts, These discounts for 2006 totaled 
30, 


| Ema Henderson's ening inventory and cost of goods old fr the year using the 
‘cnyetional retail method (LEM, average cot) 


Tinate Henderson's ending invetory ad ns oF goo 40k for the year sing the 
“UFO veil peta 


Feioute Henderson's nding inventory and cost of goods sol forthe yearusingthe SOLUTION 
nwrape costmetos. 


egnring nertory 

Pig) Pacharoe 
cares 

est Purchase eters 

Pe Net markups 

Lane Net markdowns 

eed slab for ase 


fmt peng SSDs 
paral elas a0 
bri 
Nese se 
Neb erplye deni 38 120 
ed etary re iaxe 
. ending inventory at cout (69-85% x $13,300) 9268) 
pope ean juga 


te Henderson's ending iovenny and cost of goods old forthe year using tbe 
onl retail method (LCM, average es) 
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= Cont fet 

Beginning inventory S00 3 12 

Plus: Purchases ‘8,000 on 
Frsighe in 3200 

Less: Purchase returns 000) 

Plus net markups 


TI 
s76:200 

Conrtonatl pecentage: Sr gy 46.10% 

Leer Nat marklowns 

Goce ssa for sla re 


sia ering ventory arta & 
Esimated ending ivemtory a ott 08.16%» $13,200) (065) 
Estimated cost of goods sold 


53, Estimate Henderson's ening invevioey an east of good sid forthe year wig tae 


LLIFO retail metho. 
‘ cont feat 
Begining ventory Saco 
Plus Purchasoe ‘8000 
paler "3200 
ese: Purchass rotum ‘.000) i 
Ps: Net markups 
eee: Net markdowns 
‘Goods avaliable forsale (excluding bugrnng mveton) §— 68200 
Good avainble forsale nckding Eesinning vento) — 76200 
Costtovetal percentage: 382% 025 
ercerteae S77 400” Soe 
Lets Normal spotage ‘u 
Salen 
et sales $92,000 
‘Add back employee discounts 2.300 64: 
Estates ending ivertory at etal sn 
Estimate ending inventory at cost: 
ett. Oe 
Begining inventory “$12.000 = 44.67%" = $000 
Curent periods ayer 1500 70.02% = 910 
Total 33:00 sav10 
Estimated com of goode sold $7290 


‘ssom-szaan ware 


DOLLAR-VALUE LIFO RETAIL 


ed stration ofthe LIFO ret method, assured tha the eal pee ofthe in 
emai stale during the pero I yo eal, we compre the coding invert 
vt he beginning inventory (tet) w see i avesony ho inseane IF de dollar 
of ending inventor cxocoded the beginning amaun. we assumed 8 wew LIFO layer 
ben adel But his soc necesanly ve. Ht ay be thal he dollar amount of ening in- 
bry exceed the Begining moun mpl Yreaune prices ioeresed,withow an seul 
the quay oF goods. So 10 sei there's Dee "m=" iperease in quant, We ned 
1 china the effect oi any price changes before we compare the ending inventory 
ihe begining investry. Fortunately. we ea ccompi his hy combining two metas 
“Ase ated dacussed—the LIFO roti method (Part Bf ths chapter) and dollar-value 
i revous chapter, The combination is called the dollsr-value LIFO retail method. 
“To lotate, we return fo the Home Improvement Store» situation (lustre 97) 9 

se apliad LIFO rei, We hoe ihe sane ineenior) Jaa, ut change the Masato 
te rinih of Js 1 the sca year 2000, This allots st bud into Miustation 9-74. 
art change n rial precy over the yer of 10% (ay inerease ite real pice index 
To 10)- We fallow the LIFO etal procedure upto he pnt of comparing the ending, 
ary wih he beginning inventory. However, becase prices hive rise, the appenti= 
ie layeoory only partly duct an additonal ayer inventory an party dew the 
in el prices. The real increase is Found by deflating He ending inventary amount 
going of We Yeu prices before comparing beginning ou ending aro, We did his 
is dla yale LIFO technique discussed in the previous chaplee 


otal 
F720 _$os00 
305,280. 470,000. 
10,000 
ao 
form(s hela ey) 205200472000 
tbr clad bagringiseRoy) ocadd“azam 
Le 
24900) 
‘pm 
613430) 
‘semiaso 
Step 2 ‘Step 2 
toro) Lares Invert tare 
"x bee eer 
feted Pres “eat 
~ sn 00-» 6109000 


"140,000 Dee) 4:00:89 = $199,200 


taco 


OMPTERS vena: Adin! aver 


In his ilestraton, x $20,000 year 2006 layer ade to the base layer Two: 
are needed fo convert his amount to LIPO cost. Multiplying hy the 2008 pice inde (1. 
‘conven i from its base year eal wo 2000 etal. Multiplying by the 2006 ost toa 
‘entage (58) convert it from its 2006 retail 10 2006 cost. The tWo steps a com 
‘our illustration. The base year inventory also is conver o east. The to layers a 
to derive ening inventory at dollar-valc LIFO real cos. 

‘When witiona layers are added in subsequent yeas, thee LIFO amounts ae de 
‘nied the same way, Fr ilusaton, e's assume ending fventry ln 2007 i $2260; 
‘current real prices and the price level uk esen ts 1.16. Alko assume that te cost 
‘petoeotixs or 2007 net purchases s 63% tn Mlusvation 9-7B, the ending inventory i 
‘ered o base year retail Sep 1). Tis ammount is apportioned ino layers, each at bse 
‘tl (step 2). Layers then are converted to layer year cous (step 3)- 


[Now let's assume that ening inventory in 2007s $208, 1atcument retail rice 
stead of $226.20) and the price level las risen to 16 Alaa assvme that the x 
percentage for 2007 net purchases fs 65. Step 1 converts the ening invernry 10 
year price of $176,000 ($204,160 = | 6) A comparison to she boing inventory 
‘year gees of $180,000 ($160,000 pave year Iyer + $20,000 2006 layer indicates 
‘Yenory deereased during 207. In this cs. no 2007 aye sade and 2007 ending 
‘ory a dollar-value LIFO real of 0.9% is determined in Mlusstion 9-70. 


‘A portis of dhe 2006 inveotary (ayer Is ben iuidted—reduee from $20 
16,00 at base yer pices-toredce Wot ventay at base year pies 0 SON, 
‘As we mentioned eal in his seston, many high-Yolume eta sling any 
catitems tsethe rt! metod J.C. Peoney Company ne for example, ses he 
Yale LIFO vanation of there metbos. Craphie 9-6 shows he svenory dicen 
‘elem the compar’ revent inane statements 

‘Nae that IC Peney ses a neal ade oj for ehamgog pce 
lowecotcos-or-maret rule is deteined on an aggregate basi for simu p65 
‘merchant. 


Concept Review Exerc 


‘vImeary 1.2006, the Nicholson Department Store adopted the dolla-value LIFO reall DOLLAR-VALUE 
“raory mead. Keventry tanactions t both cost und tai and eos indexes for 2006 LEQ RETAIL 
Mero 


100 
08 
145 


14.000 
$24,000 


ere 


$42,000 
69.000, 


45,000 
50.008 2 


x ening ne surent year rtal prices 
‘inate onding iovortony at cst (elo) (17.458) 
cont of good eld 


‘1 


‘Changes a ventory 
‘mathe ota han & 
‘henge to UFO. = 
Souted tor 
reerepectvely 


Sep 1: Reve 
Compartve nana 
Stormont 


cone anos 


200s 
Oy en won 
ne em 
Sena “Sere Seaee 
rid Rein went 
$28,000 q 
Sie SRO sas acco baal 100 sare S60 
‘meg 108 90008 = ase 
Fes naii eta on 
a0 
aut sop sop 
maeatonneeymeaagtoceiny- kee ier—! emai 
Pe game Teal gee 
faites Settee ares eae 
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iy sasnsr sncmo tem panera 
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CHANGE IN INVENTORY METHOD 
AND INVENTORY ERRORS: 


Change in Inventory Method 


Accounting principles shoul be applic consistent trom period to pera allow er, 
pacablity of operating results, However. tunges within a company ae wells changes 
Eater sconomic environment may seule comgany to chalge tn accounting mead 
‘we mention in Caper 8, high inflation in the 19705 motivated ray companies 
{© the LIFO investory method 

Specific accounting teatment and disclosures ar presented for companice that 
sccousting principles. Chapter 4 iniroduced the subject of accounting changes an © 
20 provides indepth coverage ofthe wi. Here we provide an overview of how 
inven method ae reported. 


MOST INVENTORY CHANGES 
Recall from our discusion in Chapter that mest voluntary changes in accounting 
piles are eporied respectively. Tis means reporting all previous pecs Hnenca 
‘ents st if the new method had bee wsed In all priot periods. Changes in ica 
methods. othr than a change 1 LIFO, as treated this way. We discus thet» LIPO 
ton inthe next section. In Chapter 4 we valine the step company uta 
fora change in inventory meta. We demonstrate thse steps using 2 real word example 
lusts 9-8 aed 9-8. 

“The frst step i fo revise prior Yous financial statements, That i or cach year 
inthe comparstive statements, McKesson makes those statements appear a the 
!sipted aceoxnting meee (100% FIFO) had been speed along In ie bance 
MeKesson would report 2004 inventor by it newly adopted method, 100% FIFO, and 
would revise the amounts t reported ast year for its 2008 mentor. i income 
ents cost of goods sold al4o would reflect the new method in hotk 2004 and 2 
shown in lluseation 9-84. 

This statements of sharebolder’ equly, MEeeson would report retained earnings 
year ait ad sed FIFO al slong, al ortho ealiest ear reported, woald revise 


es 
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| Nekemon Corporation ia Fortune 100 comcary producing oroducts and ervicesin the uusMAMON 9-8 
heaton try, note accompanying ts 2004 fnancalttement. te Be Change ney 
ed at er Fey rtd et 9 lr en FO Frero} 

‘The companys bance she ae ener 
Iiicnsin rd dean 00, eave The eparsthalf 
‘Be FED method had been ued ta wats the arte satan are re 
cee secure ed 2003, a 
ll La = cto 


a ded War 3. 


‘Simmons 
“2008 2003 
as 
Cost of goods sid fe 54018 
Gros rot aes 33103 
Operating expenses 2s 2070 
Open ncome rms 5 os 


MexESEON CORPORATION fuusmanow 8A 
forthe Yor Eaged Wath, toreio 
‘Sin milion 
008 2008 

Games SC 

as oF goods eid ea] 

Gros pot a7 

Spurting excersen i 

Opeatng ince Te 
2004 xt af gos oS 27 ion 52 illo es. COX FFD bans Heres Wakavton wna 
‘Waser nove raped that bain imertry = S218 win Mh (seauh "Wat 70D Fst of 


‘nasil mane, c003 cast of goods sold woud be adusted YoS34 22 millo®- ARGH 4cuson would 

is 200 thence statues rapt hat 2002 ending mwentony of crsny ne smunt 
lion would hve been 8.844 ilflon on aval FF) bas, 200sbeginnng rwer~ [sind iau voor for 
wrk boe $222 ral highes (S424 ~ 6022 acd ering verry fr 2009 woudl 6 coat goons sale 
ben higher 241 — 2} The ntact of Vive aduniments S222" 21B)in I yosma iro nad 
2003 coat af gods sold wou be $4 milion high, Been ed 


ene caring tha yer to reflec he cunwlalive come effet ofthe dtference in 
vcthods for ll price years. We ace ths stp lasted in Chapter 20 alter you 
ses the statement of sreholders' equity in more dep. 
al won crete a jena entry to adj he boo bance From hee carent Step 2: The spores 
0 what those halusces would have been using 100% FIFO, Since differences in Suns we asst 
goods sold and income are reflected in retained corning, a ue the income ax 
te ral entry uptes inventory, retained earings rl the appropri income tat 


emo cies 


(Chapier 20. The journal entry below, /jnoring income taxes, adjusts the Apri 1, 2044 
‘the 2003 fiscal year, beguning of 200) inventory co he 1005 FIFO inventcy 
‘$624 milion 


‘McKesson rut provide ina disclosure note clear justification that the change to 
FIFO is appropriate. The ote also would indicate the effets of th change te 
pore on the Face ofthe primary saenens, am well any per shaze ambos ec 
‘ curent period and all pros peels presen 

‘We se an example of such a noe isa fevet anual report of Sehweltaer Maui 
‘aatloal, Inc the word's largest supplir af fine papers tothe toboeso industry, when 
‘hanged its inventory method from LIFO to FIFO. Graphic 9-7 shows the disclose 
that desenibod the ehenge. 


CHANGE TO THE LiFO METHOD 
‘When a company changes rote LIFO pnventory method Foe any oer method, it 
{is impossible to caeulats te income effect on prior years. To do so would reqie 
tions aso when specific IFO inven layers were vente in years rie to the hye 
8 esnl a company changing 9 LIFO usually does wot report the chee retrompessvay. 
‘stead, the LIFO soeihod simply is used from that point on. The bate year inventory 0 
fume LIBO determinations is the besinoing inventory in the year the LIFO meth 
adopted? 

A disclosure note is needed to explin (a) the maze ef ane jf fo the 
() theeec ofthe change om current you's income and earings per share, and () why 
ronpective application was impracticable. When General Cable Corporation adie 
LIFO inventory method, it reported the change inthe nate shown in Graphic 9-8 

‘As we duscosied in Caper 8, an important motivation for sing LIFO in prise 
ing crt is that it produces highcr cost of gods sold and lowers income ad income 
[Notice in the disclosure nce that the slic to LIFO eased an increae in income in 
year ofthe vite indicating an enviroment of decreasing costs. General Cable had 
‘ther than an immediate redeton int an Bl for witching to LIF, 


‘Rg hc ee se, 


_ ell fom Chuper 8 that iain was etree high in 1974 causing hundreds of 
st tc wo LIFO, These coripanies were Mel sotvate bythe opprtnity (0 

ih nese taxes, Craphnc 9-9 Hiss the earnings pe share (HPS) effect ofthe seh 
IFO to LIFO for just a few of the hundreds of companies hat switebed to LID in 


iSoilonponhemronn Ue chee 
rc ee ea ener 
ust ebtrin consent from the Internal Reverse Serie before changing 20 
thoe pei orm also mut be fed wih the 15 when 9 company ine 
cet ho IFO inventory mathod- When 3 company changes Warn LFO for tax 
= cafe change back 1 LIFO until five tar returns have been fed using tne 


dng erces must be comected when they ae dhicoveed. In Chaper 4 we bee i 
Hts cortion of accounting ers atl Chapter 2 provides in-depth coverage, Here 


iu physical cout ra iisake in pricing inven quantities Als, roe neha 
er or bndestaterant of purchases whieh could be caused by the cut erory de 
peda hopes 8 
invertor errs discovered i the same aceouning period i ecured, de oxinal 
try should simply be revered and the appropriate entry reconded. This situation 
to particular reporting proble 


Genre 9-9 
Income Eft of 
Change io LFO—1978 
Examples 


ona eourcae 


If 4 material inventory ero is discovered in an aces 
fod in which the err wa mace, any previews yeas fi 


naling inventory eros, 1 helpful to visualize the way cost of gods sold 
‘Income, an retained eamings are detersined (ce Graphic S10), Begining inven 
not purchses are added inthe calculation of coat of goods sold fester ofthese On 
sated (ndestated) then cost of goods! would be overstated (andersstd),On te ce 
hand, ening inventory is dedacted i the ealculation of et of ond sok, 50 if ening 
‘ventory is overated (understated) ther cos af goods tld fs understated ower 
‘coun, ctor that ffet income also wil ales income anes nthe usta ta fl 

‘we ignore the ax effects othe errs and fous the eres themselyes rather than the 
aspect. 


Let’ Jook tan example in Hustaton 99, 


WHEN THE INVENTORY ERROR IS DISCOVERED THE FOLLOWING YEAR 
First. e's ase the exer i discovered in 2006. The 205 facial stitements tot 
correct a result ofthe ertor are retrospectively restated 9 elec the correct 
sunt, cow of goods ld, ne income, a read earings When those semen 
Domed again fr comparative purposes i the 2006 annual report. The following ura 
‘ny gmoning income taxes, comes the eo 


Because retined earings is one of the accomns tha is income, when dhe ent 
‘vere in 2006, the coretion wo that coun is reported prox peciod adjustment oti 
2006 beginning retained earings balsnes in Barton's statement of shareholders’ equty 
salenen of retained eaming). Por penod adjustments do not flow throagh the 
statement bot dretiy asst retained earings. This adjusiment ts ikem Chae 2 


lo eflectthe comet cont of goods sod a net ncome eventhough mo corecting 


"Mpa be needed at hat pont, Inventory a reine earings woul not require a0 
The croc has self-eorected and no prio pena adjstment nese. 
“A. disclosure note in Baris aaal report shoal Sescibe the mature of tbe er 
ie st os comection on each years net taeome (overstate by $80,000 in 2008: 
hy $800,000 in 2106) income befor externa items (same a8 ne incom 
sean earnings pe share. 


ps be conwoller of the Fleischman Wholesale Beveriy2 Compny diseavered the fle 
asia rors elated to the 200 and 2008 finan statements: 


aly he efecto the ers op 2108 and 2S vost of good ol, het income, 
ln earings Ignore income ake 
sjourmal etry 9 cox the eros. 


dite mt 
escngs theta 
‘tthe cores the 

impor tthe 


4M SECTION? Economic Resources, 


Soumon 1. Analysis; U'= Understated 0 = Overstated 
004 2005 
aging hwentory Beginning inventory U-S0000 
Pus: Net purchases Pus: Net purchater 0.9900) 
Lose: Eoding ventory U50000 Loss Ending inventory 0200 
Coe of good eal 050.000 ‘Com of goede sok ‘v0.00, 
Revenues Revenves 
Lest: Cost of goods fold0-50000 se: Cort of goods sold U-40,000 
Loss: ther expenses ies: Other expenses 
Net income soo Net income 0-10.08 
7 es 
Aersined earings uso.o00 Retained vomings to 010 


2, Prepare ajoumal entry to come the ecm 


Eornings Quality 


‘Accuange in the accounting method 3 covipany uses vo value inventory is ne Way 
‘in antiivially manipulate income. Hoyer, his metho of inecme manipulation 
fates As we eum in previous seston the ees on coe of wich omc 
Yeniory methos to another must br ilschied, That daclomite extores 
‘tween periods and echances eamings salty 

Inventory watedonrms On the oer hand, inventory write-downs ave face 

san are cases)” in dhe broader category of “big bath” accounting tech- 


rete wad'e 4 piques some companiet wie to manipulite camings. By 

overstating the wate-down, profits ane increased jn ite 
‘periods ashe inventory sed ex sok. When the dean 
for many high technology prcucts decreased sgnicantly 
fn hte 2000 and early 2001, several combaniee inching 


povoce 


Syeamore Networks, Lucent Technologies and IDS 
Uniphase recorded ange inveatcey writs i te 
‘lions of della. In the introduction to this cape, We 
discussed the over $2 billion invemory rite-of recorded 
by Cisco Systems Cenainly thse writes refered the 
«tisting economic environment. However, some analysts 
‘questioned th see of some of the writes. For example, Willan Schall an inves 
‘oicera Bay Isk Financial noted that Csco's write-off as apposite equal 0 be bi 
ance of inventory omit the end of he previous quarter and about equal othe cs 
seals actually sold during the quate, 

A financial anaiyst mast cirfully consider the effect of any significant ast writes 
‘on te assessment of «company's permanent earnings, 


EIEN soumon 


1. Sears values its inventor a the lower of cont ur market. What does that men? 
‘what circumstances might Sears be justified a eparing Ws ventory tes hen 
{0-402} departure fom historical cat warranted when the probable benefits 


"ion a es be labs ti Ba Trin BOA 


— 
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‘cee fom sry ae drop blow the ase’ cst Teens row invent es fa the 
titmnte seo the gods Deterioration, obslescene, an changes in pric eas ae sts 
tor that mighease the benefits tobe recened fram sole to drop below east. The wer= 
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Sone mclode intangible sets inthe or ase eategry inthe lance heck. ant 

show inti cpa bance see expo. For example, K-Swiss 

ttrer of a ny fae Tower, rp nage ae spar caegey in 

Talance see 


in those) 
‘Assets a parts 2008 2003 
‘rxangile acters “0 30 


‘The disclosure pote shove in Graphic 10-2 provided the details 
Before we examine in det specific operational ase, you should in it help 
the overview, provided by Graphic 10-s on page 454, 


amon ne Sn 
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sto Be Capitalized 

tuts canbe sie thgh purchat,exchonge, ene, dni, el 

Boosie ction We eke spots Reg ntg i Cope 

‘ae ute duh snes cristina inh cage nd Char 1 
Be eat ton of epee mice mel ste 
Btn are aed Cue bn fi cial on 


Be valuation of operational assets aswel. The ini cost of wo operatic ae it 
he purchase price and all expenditures necessary Being the eset Us desired 
lean for use 
Ds chectve in oemving the cost: ofan asst i 0 distinguish the expenures that 
atten fom those that produce hone yim the cuent priod. Te cots 
Fede scond group ate recorded ax expenses, but those is Ue fis group ate eaplalled. 
Ti bey ar recorded os an aset und cxpensed in futur: periods 
|i dino i ot vial This point vas womisiaka enpbasied jn the summer of 
hee WorkdCom, Ine. dicloved that ad improper captained neary $4 billon in 
ies cae to the company's lc nctwerk. This massive fraud realed ia one 
st financial staemend restatements in history ae wiguered the colle of the 
pore corporation, Capitalizing rather than expensing these expenditurs eased a 


Grariie 10-2 


Ietangble Asset 
NS 


iaineree 
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Graryec 10-3 


Operations Asset and 
Thal Acqustion Cots 


canbe alewfied and easaced, they ull be cluded i the asset's val 
her than expenses curently. 


ely for wae However cause ti ical o meioue the aot aig costs 
vith pectic ase, thee ests ually ur expensed. Comsier Musation 10-1. 


of Land. The cost of land also should include each expenditure needed to get the 

iy forts ftended use- These inlet purchase price plus clesing costs ach as 

‘he aoeney el estate ue commissions, tke atte search, ae econing 

‘ic aubject to hack axes lens, morgages, or other obligations, these amounts 

ed also. Iv acon, any expends ach as clearing iting. draining. and even 

ipod bings that renee to prepare the land ors itended use are pat of the 

cat. Provesd fromm the se of salvaged materials from old buildings torn down wer 
Puce the cos of land, Mustration 10-2 provides an example 


improvements 1s ira o sigue he os oa nd he et 
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uusteanON 10-2 
Inia Coe f Land 


The cont of a natal 
‘etearce neon te 
‘ersten costs for 
‘hela of tnd, te 
‘plerstion and 
‘evelopment roe 
pretecoen begin, and 
Fesoatan cont 
Ieee ring 
thu and at etraction. 


Fa ire 


“The Byers Stretual Metal Company prchased a ainscre rc of land ar an exiting be 
‘79 fo" $500 00. The company plans to aus te ad buldng and carsuct sre 
‘buliding on tha site. In adidtion to the pu/chaee price. the company made the folowing ne 
enduron at loong othe purchase: 


‘Teeieurarce $3000 
Commision» "8000 
propery tahoe 000 


ase 
tribal to te portion of the vert fac] yea alter he purchase date What 
ould be the eaptalcad cot ofthe ane” 


Capital coat ot and: . 
Purchase pice of lane an! bueng tbo $500,000 
Tie ineurance ‘3.000 
Commissions 16000 
Delinasent property ts 4000 
Com of remeing kd bug 1900 
ox of eroding 000 

‘Total cout of land Spee 


“wo thovsand dolar ofthe property tse relste only othe arent poied and vou 
‘expemsad Other costs were necetay to cqurethe land ae af cpituizeg, 


Cost of Buildings. ‘The cost of acquiring building usually inches realtor comm 
‘nd legel fee in acition to the purchase price. Quite en uikding rust he cea 
‘removed, oF otherwise modified vo sa the need af the new owner These end 
‘osis ae prt of the building’ equisicion cost. When a bullding be constructed rth 
purchased, unique accounting sues ae raised, We discuss these inthe “Sel 
‘Asst section of this cape. 


Cost of Natural Resources. stu) resources tat provide long-term benefit se 
poned as property, plan, and agipmesy. These ieiude Gnber wets, mineral depos 
‘il and gas deposits. They can te distinguished from other assets by the foc thatthe 
fits are derived from their physial convomption. Foc example, mineral deposits re 
«ally iinising asthe minerals arsenate fom te grou ad ether st ted 
frnbction proces.” On te contrary, equipment, land, and balding: prodace beni 
‘company through their use in te production of goods and services, Unlike thos of 
resources, bet physical characfensuies usually remain unchanged during their weil 
Sometimes a company buy’ natal resources Em another company. In that ese 
‘valuation i srply she purchase price ps any ober costs necessary wo bring th 
omdtion und cation for use, More freguemiy,thoaeh, the company Will devon 
ets, In this situation, the initial valation ean elude (a) acquisition costs (b), 
‘ost, (¢) development cost, and () testration ents, Aeqistion coxts are the 
‘a to acguie the rights to explare for ualscovered manual resources of wo exc 
tral rescurces, Exploration costs are expenditures suchas ding a Well of 
8 mine, or anyother costs of searching for natural resources, Development cost 
‘cured after the resource hs been discovered but before production begin. They i 
‘ately of costs such as expenditures for lannels, wells, and shai, Its not unas 
cost ofanaural source, sther puch or developed also include eniatd 
‘lon goss These are coats wo revtoe lan or ether property tis orginal condition er 
lwastion of the warual resource ends, Bocause reslortion expenditures ace 
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inet iiially represent an obiguioninarred in conjunction with an a¥- 


Aetiemast Obligations * 
again Setecimestel semaines. il 
‘ln papraon opt bequest a  o 


impanies acute! (or these obligations. Same covypasies receized these aed 
bligations (AROs) gradually over the lie of de asset while others id mtr 
w ntl the art wae retired oF sl, 
APS No !4 now cauires that an existing eal obligation asiocited withthe eirement 
ani, ong lived asset be recog ax 4 Labity aed weasured at fae valve. When 
Ay seed the offsetting Seb st the relat operational sset* Thace retire 
fa clipnices could arise in connection with sera types of apeatcnl asc, Wet 
opis hee because they ae ost ikely with satura] resirces Let's consider some 
Provisions of this new accounting standard 


[AROs aise only fren egal obiigations associat! with the retirement of «tani 
lye asset that result fom the acquisition, cons ton, or development sad (or) 
operon of slng-lived sss 


1 Aretirement obligation night asa! the inception of un asses ie or dur 
jc operating lif, For instance, an offshore oil-and-gus production fey typically i 
ts enoval obligation when it begins operating. Ox the ote hand, alana or 
eperation might incur a reclamation obligation gray over the fe oF he asset ex 
eapumed vith waste or a8 he tine s excavated 


‘A company recognizes the fat valuc of an ARO in the peri i's 
“Te lity iereases the valuation ofthe eperatial asset. Usually, the fir vale is 
by calculating the present value of estimaed future vash cuows. 


value calculations, Tratiionally, the way unvertainy has been considered in 
i calculations hs been by discomitng the “best exmate™ of future cashflows 
a dacosnt ae that has en adjusted to reflec the neeraiy or rick of those cash 
Thats not the approach we ake her. Instead, we follow the approach described inthe 
ASB Concept Statcment No. 7 wich sf adjust the cash Now, act he discount rate. for 
‘oe nak of those cash flows. This expected rash Naw approach incorporates 
probblitics oF cashflows ato the analysis. We use a discount rate equal tothe 
dated isk for rate. The higher company’s erst ik the higher wil be the 
dn fae All her uncertainties ot risk ae incorporate (to he ash low probabilities 
considered an lustrution ofthis approach in Chapter 6, Muststion 10-3 demon, 
eth appach in connection wi the acquisition of «rata resoaree. 
"fae sins in Chapter 11, the cost ofthe coal ine f allocated to fue pis x de- 
‘eing a depletion ras based on the estimated amount of coal discovered. The 
OW cot of the excavation equipment, less any anticipated residual valu, alloeated 
feted a depreciation. 


{anemone era recy anpeeF 
an en 


asa secon? 


uysmsniow 10-3 
‘Cot of Nats 
Retoure 


‘ironic een 


The conpary’ credt-sdheted nk roe orect atin 
‘Tote capaled cost forthe col dpe =| 


Parchaee of rights to explo ‘$1.00,000 


Tppat ree 0 w= = 


2768360 


‘Te difference between the asses nereten Hability Of $468,360 and the 
weighted expected cash outow of $390,000 is recognized ae accretic expense an 
{ng expense, over the three-year excavation period. This process increase the 
$590,000 by he en ofthe excavation period. 


Incranse in Ant Retirement 
Balance 


Yer Aeration Expense ‘Ohigation 
“468,300 
1 gm aeeae~ 3.467 AHR 505029 
2 we BOSARH = 40.406 a an sa5205 
3 B86 295)~ 43,705" 43,705 90,000 


1143 and, a9 tesa. reported a $25 million ase! retcmer 
{nits balance shest. Graphic 10-4 descobes the company's option and puvides 
‘mary oF the requiements ofthe standard 


= 


kis morta to understand that asset reiernent obligations could result fom the aequl 
of any dfleren pes of tangible operational assets oust maura sources. For 
‘Des Chensieal Compan reported a 857 million asst reiemen: laity in its 
sheet celaed i ntcipate demolition and remediation activities a its maam- 

ies ine United States, Germany. ad France. 
Imes. afte exploration oF development, it becomes apparent that continuing the 


rj x ewoncmialy infeasible I that happens, any cists ieuered are expensed rather 


‘sets inclade such items as putes, copyrighis trademarks, franchises, and 
Despite tei lack of physical substance these aoe cam be extremely valuiiere- 
fra company. For example, Interbrand Sampsno, the worlds leading branding 
ng mips ec estate the value of Ye CoCo remark be $67 
"I geal, mangle ase refer othe ownership of elusive rights that provide ben- 
tbe nner in he pralction of gon al services 
Te snes ivolved in secounting far kangbles ae simu o thse f ther aperational 
‘he key difference though, i tha the future benefits that we tb to intangible 
ily ae aoc les certain than hone alibi w tangible operational assets Foe 
il the new ty for which company segues spent be accepted by the market? 
nl the lacks like Beanie Babies or Rubik» abe, or wil it be oly a mod- 
ose? Will have lasting appeal like Barbie dell or will thea short-term fa? la 
‘sisi voy dificult wo anteate the ming, and even tbe existence, of future ben 
ainiautale any intangible sels, In fact, his unesrtainy is dseininating char 
intangible asets a! pehags beer dstnguish= hea fro table assets han 
luck of pyseal substance. Aer all other ase, 0, donot exist psially but ae not 
angie mses. Acenunta eceveable and prepaid eapemses, for example, have 
cal substunce and yet are reported among tangle sets. 


(radenams ten are 
Indotine west es 


Franchise operations 
‘Sno ways ding 


Economie esos 


Companies can either (1) purchase tangible asses from cher entities (exiting 
‘copyright rademat, or franchive his) or (2) develop intangible aot nts (sy 
‘elope product r process hat shen palenied) nether ease, we amos cs 
Jess ithas an indefiete useful life” Also, jst ike other operational ast, intangi 
suet to set mpaicment rules. We discs atmrtieation and impairment in Chae 
‘thischapter. we consider the acqalsion cos of insngibes- 

“The iil vation of purchased isgibles unval fe quite sme. We value ap 
‘nangibe ait xginal cot, which includes is purchase pice and al other cots es 
{otbring i vonition end Iocaton for itcnded use. For example, fx company pclae 
patent from another eatiy it might pay legal fees and ling fees in ado othe ph 
poce We val intange sets acim exchange or tock, or Footer Noma 
ess, or with defred payment contact: exactly as we Go oer operational assets, Le 
bey the costs of purchasing some ofthe more common intangible asses, 


Patents. A patent isan exclsive rig w manufacture» proctor use a ces. Th 
Fight is granted by the US. Patent fief period of 20 year. In esence, he bade 
patents & manopoy an the use, mapu"actare, oF Sle ofthe producto process. I 
'sputehte from sn investor or another nda compen, the amr pi is it 
‘alution. The cost might als inclade such other costs a legal and Filing fees to seca 
patent. Hoiders of paiens fen ree to defend patent in cout agains nine Ar 
‘omey tres und oer costs nf saccessfilly defending a patente ded the pnt ces 
‘When puem is developed internal te esearch ad development ost of doing 
expensed a incurred. We dicuss research and development in mee detail in ae sx 
‘We capitlize legal und filing fees to secure the patent even Fimiernally develope 


Copyrights. A copyright isan exclusive igh of protection giver toa ereator of 
ished work, such a song, lm, painane, photograt, or book. Copyrights are 0 
Jw and give the creator the exclusive igh to reprodice and sll the artiste or el 
work forthe life ofthe creat plus 0 years, Accounting forthe outs of copies i 
ally identi otha of paren 


Trademarks, A trademark, slo clled tradename, isan exclusive ight oi 
word, slogan, a symbol, oran emblem that distinctively identifies a compan, pa 
«service. The trademark ean be regiscral with the US, Patent (ice which 
{tadcmark ftom use by ethers fora pesied of 10 yeas, The reietration ean be 
indefinite rumer of 10-year peo, soa wademark san example fen nang 
‘whose ueful ie could be indefinite. 

‘Trademarks or tradenames often are acquired through 8 busines combination, A 
ample, in 2012, Hewlet-ackard Company (IP) acquired al ofthe owtstaning stk 
‘Compaq Computer Corporation for S24 hlion. OF that amour, $1.4 billion wat 
to the Compa tradename. HP sted jn = dsslsure-noe tha this". ane wae 
rot be amortized because it hax an indefie remaining wef fe bas on my 
‘considerations nung the length of tie tat the Compa nine has en in we. he 
oq brand awareness and market position andthe plans fer eamtinued ise of te 
‘rand within a portion of HP's overall pode pola.” 

‘Trademarks can be very valuable Te estimated Value of $67 billion forthe 
lwademark mentioned previously i «good example. Note thatthe cost ofthe 
pried inthe balance sheet is far less than the eximate of its Worth Io the company 
Coce-Cola Company's 2004 balance sect disclosed trademarks st 4 Goof onty $2 


Franchises. A franchise is « contrat rrangement under which the franchise 
the anche the exclusive righ to use he franchsoe'stdomark cr tradename win 
‘graphical area, usually fora specified poned of me. Many pope retail Wsneven 
‘fastfood outs, automobile dealershirs, and motels are franchises. For example 
time you ordered «hamburger at MeDald', you were probably dealing with fa 


Sid er ali en," ae Sb Ho Ne Com 


= 
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ofthat MeDonae’s out paid MeDonald’s Cos yoration a fe in exchange for 
clave right to use the MeDonals name and sel t rodcts within specified ge 

aa. In alton, many franchisors prow hes ees the Fanchiee, ich 
aipting in the construction ofthe retail owe, raving of employees, and national 


Taymor to the frenchlso uvelly include an inital paymeat pue periodic payments oer 
leah francine agrecmin Te Wanchisee captres  tangile aoe tranche. 
ita anchise fee pls any egal east associate witht contact weenie The ast 

morte ove the ie the fanehise agree. Tho periac eymets usally r= 
servos provide by the anchisor an scouting bce and are expensed as incurred. 
‘Mos purchased intanpibes are recall demeiahle. Tha, eos ean be directly as- 

oth specie tangible rgin, An exception yo, whi we discuss nea. 


Goodwill is wnique intangible atset in thats cent eat be dietly assoc Good on ony be 
i ay specially identiable ight and it snot sepsrabie from the company self. Persesne euch che 

he nig vale of «company as» whole over and above its identioble mg 
imangibio ats. Goodwill an emerge frm a companys elemele and reputation, 
employees and management eam is favorable sins location, and any other 
eat ofthe compan that can't be associated wi specific ass. 

goodwill cant be separ fom a company. its no posible fora Mer 19.8C- os pas 
hou alo sain the whole company or subs portion of Good wi! OP 
yam set a balance see oly When twas purhas= is connection wit he acqu- Goose ithe excove 
acer company/I that cue, the capitalized cont of nil uals the purchase of hm purchase rice 
lb corpany les the far veo he we ists toque. The flr Value of ts net s- 

dhe Fair value fa ideale tangible aa nangle asics les the mket value Soe 
hits of he eli company assumes bythe bayer Goedwil a residal ase: 

ef after other sats ae ented and ale. Copies Uatation 10-4 


9 Srhuon Corporation acquired al of the ovtiandina common sock of the Hider Corpo. MAueTRATION 10-4 


Parchoe price sm 
Lat: far vale of rot aes 
“Assets $5 
Ue: abies saumed 1 
Goodwi 


TheSmithon Grporton records the aequton a8 olwe 


Goodwi.slong with 
‘ther intangie ants 
Sor indents wea 

Wee nat amortized 


SAS 14 renuies that 
ey 
intangte one mune 
eteeoueeed a 
eet apa rom 
(pooch es 
em conrsctual or 
tr tga ght or 
Sepa 


GLOMAL PERSPECTIVE 


1 the United States goodwilcxptalesd and not amie Intemational, the 
‘ment of goodwil varies. Some coe sich a Bape, capitate ard amare 
wil riermationa Finanal Reparing Staniatd 3, wae in 2004 bythe IAS 
gor 10 be recognized 3s an ase. As the Unites Sates, good nots 
2nd ms: be tested arnualy for mpaiment. Begining in 2005, publ traded comp 
‘nthe European Union and Rasta wl prepare Thee corso Fnac sates 
ig tis tarda 


OF course, a company can develop its own gooswill rough advertising, tainiag 
‘the ffs. In ict, most do. However. a conpany thus expense ll soh cot 
the ineral yeneration of pool. By not capitalizing these Hers, vecountarte rae 
the marching principle i volte because many ofthese eypenditires do result in sia 
ure benefits, Also, t's dificult to compare tw comysinics when ne has puree 
will an the other has no. But nine hw fico Ht would be wo axa hese ex 
fures with any objective messuce of pdwil, In extence, we have a sition whee 
chaicerisic of eibility avershasos relevance, 

‘As we dvcssed in Chapter 1 recent accounting sandards have significantly 
way we account for Business ects. Before thexe new sara became ee 


‘In keeping with tha gol, SPAS [47 yovides guidelines for deters whi 
bles should be separately recognized wn valed. Specifically, am incangible shoud 
‘zed us an asset part from goodwill ft aries from contractual or ober legal 
1s apable of being separated fom the quted en, Possibilities ae ples, 
‘copyrights, and franchise agreement, ad sch ems ax caste lists, license ser 
‘der backigs,coployment contract, a noncompetion agrees pst yas 
of these intangibles, if present in «business combination, te Were incl nth 
goodwill” 


ot unusual fora group of pperationsl wei to he aguired fr a ingle an 
‘seisare infstinguisable for example 10 identical dlivery trucks purchased foc a 
price of $130,000, valuation is obvious. Each ofthe trucks would be valued 8 $1 
($150,000 = 40), Moweyee, if the lum ium purchase invelves diferent assets is 
sary 10 allocate the lump-sim acquisition price aong the separate seme "The as 
‘quired may hve different characteristice and different useful lives. For ees 


acpi cat grt on ten see 


=> 
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i ofa Factory may include assets that are significa diferent sue a and, build 

ed equiprent 

“icallocton is ade in proportion te individual asso weave market values, Tis 
“tet explined by 20 xampc in Mawation W-S 


ly higher ware of the rice to lan Do 
ces tat tls wil reduce depreciation expense, Doostneame, Increase thet prot 
bres, md hopefl ineease the price of the corpary’s tock. Jodth has sme 
‘Bet this Decase the higher eprted ince il aKo cause fc dest 
hen they would be ia corec loston of the purchase price made. 
faa he ethical fesues? What stakeholder interest en eon? 


Acquisitions 
erties aque operational nets without ping sash bu instead by wasing Aste sured n 
epiy cet, meciving dete anc, or exchanm cr ass Te cme oes areata 
rien ach ofthese sation tha a noma ransaton (al aihose we 


rh praona ats) the component the Irion ar recorded a ther ars ea sl 


‘The fit ndeatr of fir value she fir value of the asses, deb, euily secuth- Bf th sete recuved, 
‘Sametime the fir yale of the asses recetved a tsed when thet fair value ib whichever i more 
yen hatte Ei Value ofthe assets given, ost ede 


eanaie Raoiene 


DEFERRED PAYMENTS 
‘company ca spe nero auth giving the lle prin pay cs 
fue nds cei ny, ally a noe pyle The inal valve he 
is aslo gute singles long ashe ot paved exh egret of 
‘elite intro ae or exam spn a mahi xe fr S150 
‘buyer signs a note requiring the peyinent af $15,000 sometime in the future plus 
the mantic 2 a eal eet oe The mackie would be vawedw 813000 
tramacton voce ae foun 


We knew from our discussion of te ime value of money in Chaper 6 hat most 
ties ae valued ot the present value 0 future cash payinents, reflecting an appraise 
‘yalue oF money. As Jong as the note payable expicily contain aval intrest 
resent value will equal the face value of the nee, $15,000 in our previous exarpl 
‘als shouldbe exalt the ftv of the achive purchase On the other hand 
‘njerest rats ot specified o suet, determining the costo the sti ls 
focward. ln that ease, tbe accountant should look beyond the form of the tans 
record its substance, Consider Mstrton 10-6, 


(On the surface. it might appear thst Midwester is paying $50,000 for se 
‘eventual cash payment. However when you note that the agreement species no 
‘even thn the payment woo"'t be shade for Wo Years, i besomes obvious tha po 
‘the $50,000 payment isnot setutllypaymet forthe furnace Dut instead sere 
‘At hat moun should Moves ale the fae andthe ela ot papa 
‘The answer is far yale. ast is fr any noncash ramaction. Ths might be te 

‘ofthe furnace orth fai value of Ue soe: Let's ay, inthis stan, ha the Fura 
{orn-bul nt cash price fs unaallble. But Midwestern can determine the 


[Note thatthe note als iy recor t $41,423 its present vale, bu his se 
by wnng a conta acconnt, cll scant om noe pavable, forte difference 


‘Ty pe me et ig eo mt Dye no at 
‘tected re 

Mati so 

‘ie in oan 


=— 


mount ofthe not $30,000) ands present value (41325). The diference of $8,677 
“Se prio of the eventual $30,000 payient that repress inetest and is ecognrzed as 
expense over the ie ofthe note. 
“Aoming that Miwostoe’s eal year-end it December 1 end that adjusting entries are 
ony a the en af eas ear, the company mould rset the following etnies a the 
safe 2000 an 2007 to acer interest and the payment the note 


tipi nom hs ne ny B32 


Sometime the Fi valve of an asset scquie ina noncas transaction sea avilable 
ce Uns, previous purchase, or otherwise, in that case, this ai value may be enore 
yevdet than te fai vale ofthe noe and it woukl serve as the best evlence of he 

ale ofthe tansocton. As an exainple, let's coosder Masttion 10-7, 


hs tation, ve infer the present value of the ote from the far value ofthe asset, 
gn, the diference between the note’ $79,383 present value and the cash payment of 
OOD presents interest. We ea determine the mers ate that simpli in the agees- 
flows 
‘579,83 (presen value) ~ $100,000 (Tae aowunt) x PY foioe 
70.48 + $100,000 = 79383" 
‘ei Bn = 7m le = BO 
_Nereferto tbe 8% utes the plicit rate of inert. Dennison escorts interest exch yet 
LAG nthe ze maser ax demonstatedin Illustration 0- and dscnsed in greater depth 
Coane 14 
We ro tur our attention to the acquisition of opsatonal assets acquired in exchange 
rspty secures or hrouzh donation. 
CE OF EQUITY SECURITIES 
amon situation io which equity secures re sued fr operational aes 0 
sal companies Incorporate an the ewoer or owners contribute asset) dhe new 
in exchange for ownership secs, usually common stock, Because the com 
erate nx publicly traded sail to detente her ai vale. In tha cas, the 
oe ofthe assets receved by the corporation is prcbably the beter indicator of the 
ton’ exchange value In cher siuations, particles thoxeimvong corporations 


ee s actively traded he market value ofthe shores isthe bes lndiaton of ait 
Coser latation 10-8. 
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‘sets acqured by ‘ethe market value of the common sik had not sen relahly determinable the vale 
‘awiog common sock tha land as determined through an independent appraisal would be used as he cig 
=e land andthe value ofthe common sock 
Sis Athover a” DONATED ASSETS 
‘morn caay event. On oecasion, companies acquire operational ast through donation, The donation 
‘wan enticement toda something tht benefit the donor For example, the develope 
industrial park might pay some ofthe costs of bling & manufactsring facility 1 
Benatedaretsr= company to locate in ts park. Compan: record assets donated by onl! parts at 
Teppited wether ter fur values based on either an available market pice ora appraisal value. Thi sho 
ee be considered a departure from historical ost valuation Instat i equivalent othe 
‘coninibating cadh fo the company an the company using te eas to acquit set 
‘As the secipient records the ast at's fair valoe, what aceount receive te of 
‘rei Oyer the year, ther as been disagreement over this question, Shon the 
Revenue ie ented for Incense st pld-in sepial—the pt of shareholders” equity representing investment 
‘he amour pa oy © Or, should the donated asst be cmsidered revere? SEAS 116 requite tha 
‘lates party ‘assets he recorded as revee" Recal tht revenues generally ar ilo of aes 
Tivering or producing goods, rendering ‘ores. of fom oer activites that const 
ceniy’s ongoing major or central operations. The rationales thal the company ree 
Somaon i performing service forthe donor cachange for he wet donned 
Corporations occasionally receive dations from goveramaentl nits os 
‘meotal unit might provide land or pay sl ar some ofthe cow of a new office 


{rum governmental uni. However, its the opinion ofthe ators tht thi typeof 
iso shouldbe accounted fora revenue by the recipient. Inthe IBM example the 
fice building, located in downtown San Jose, brought jobs to revilalized downtown 
‘nd increased revemoes to the city. The Cy uf San Jose did net receive an ety 
IBM through its donation, bur signiflewnly benefited neverteles. 

‘Mlsuaion 10-9 provides an example. In this illustration, we assume tha, even 
‘be donation is from a governmental unit, SFAS 116 guidelines apply. 


Operational asset al cam he scired in an exchange, Because an eXchange 
inerently involves disposition of one upeatonal asset ast given Up in exchang 
‘ter, we cover these transactions in Part B, Dispositions and Exchanges. 


‘7 meen Cis see eal Arya 
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MANERS" PERSPECTIVE 
nal ase acquis decison ix among the mow! significant dens that a 
must make. Adeesion wo aie a ew flee of arplancs or we bud or putease 
ice Mlding oe manutzcuring plant couk fluence a company’s performance for 


"Yo ave studied or il study pital bret in conser dep 
fminagenent course, The Inioducton 1 the tims value of money eoncep in Chapiee 6 
yo with potatos nesessay to eval opal bodgeting decisions 
profit is bow wel company mancges sot zs is assets. Financial ane 
ase activi ortrnawer, aio o evaluate a company’s effectiveness in manag- 
cs This cep was hr with ecevahles an nveRtory in previous chapters. 

asst —pariculay prope, plat, ard equipment (PPRE)—tually ate 2 cone 
pinay revenve- generating ise. Tei efficent wis rial vo penerating a ss 
cyrrnto crs One rato snat en ue ta messine how eFectively managers 

she Medaset burnaver rule, This rato fecaicoated as allows 

Net sales_ 
‘Average fine asses 
ais indicates the level of sales generates by the corpany's vest in Fixed ase 
Seworator usually isthe bok value (cost ens accumulated depreciation and de- 
on of pope. pant and equipment. 

ter tamover ratios, we can compare a.compan’' fxed-aset turnover with hat 

wits an nds average, oF with tbe se company’s rao over dime. 
the fined asset tumover ratios for Dell and. Ape, the same two companies 
‘Chaper 7  lustate acount receivable trmover 


Finechasst tumover ratio = 


inmilionsd 
SS ee 
2008 20032008 2008 
prt md equipement ine) 81517 sor $707 S00 
oo sae san 


ined aetet tumor for Delf 3 ($41,444 + (31,517 + 913) + 2) compared 
srsver of 12(S8.279 = [S707 + 649) +2). Del abet generate many three 
racmch ws Agpe in sales dollars fr each dollar invescd in xc assts. ME 


POSITIONS AND EXCHANGES 


penton asst, companies wil el retire, or exchange tho ass, Aout 
lifer somewhat fro accounting forsale ind reiement because they i 
acquisition aa a dEiponion. So Ets ook fs tales and evemens and then 
laxounting for exchanges, Be sure to cote tht in each case, the companies 
depreciation, depiction, ce anrtzation yp to th dae f disposition or exchange. 


Ma secnionz 


cone Raho 


Dispositions 


When selling operational mses for movetary consideration (cash ora receive) ea 
recognizes 2 gain or los for the difereice between the consideration received am the 
‘aloe of the asset sald Mustain 10-10 provides an example. 


‘Retirements (or sbantoaments) are est silat. The only difference that hee 
‘be mo monetary consideration received. loss is ecorded forthe remaining book 
the amet 

‘When un operational asset 10 be disposed of by ste, we classify ita “eld for 
‘sport it athe ower of its book vale or fir value fs any ost sll Whe Yai 
‘ost ta sll is Below book vale, we recoonize an impairment loss. Operational ase 
fie as held forsale are not depreciated or ametied Recall fra your say 
‘ed operations in Chapler 4 that this treatment f the same one we eraployed in aoe 
for component ofan emit thas held fr sale, We cover this topic in mae dep Im 


‘Sometimes «company will sequte an operational set in exchange for another 

asset. This equently involves trades by which a new assets acquired in exc 

an old sao, and cash is given to equalize the fair values of the assets exchanges. Te 
‘Principle followed i these nonmoneiary esse exchanges is wale the ase 
fair vale. This canbe dhe fir vale ofthe ase) giver up or the fal Value of fe 
received plus (oF minus) say cash exchanged. We firs look to the fat valuc of te 
siven up. However, ina trade-in, qt ofen the far value ofthe new asset i are 
‘evident han the second-hand value of the asset tae in. A gan orl i econ 


EE arse tS in Arn eid 
‘Sem nn ao mee ee el 


oe 


he gino oss was ince in he exchange, and (3) wheter cash ws vem = 
‘Ane accounting standard simplified aceountng for exchanges of operational as- 


unk vale ofthe ser given up ps nus) any eis given received) w value the 
Fo exampke if fir valve had nt been determingble in Musnstion 1-1, El 
have recorded the exchange ows: 


ew suuipment i valuta he book value ofthe oi! equipment ($100,000) ps the 
(30.00), No gain recognized. 


LACKS COMMERCIAL SUBSTANCE 

en exchange at air vale, then again or loss rola fo the ference be- 
i far valu book vaio ofthe as) given up TD pst the poet of 
nr engi eXchange of ape etn ely be Beto rege £4, 


Zhe Asati 3S Pt eng ann 
En an 


a7 secnon? 


Anonmonetary stchange i considered to have commercial substance ifthe sma 
expects a change in future cash flows as a reralt of the exchange and (2) tht 
‘change is significant relative to the fair value ofthe asets exchanged. Otherwise, 
‘change dees not have commercial subntmce, book value is use to wl the ase) 
‘ied, acd no gail ecogeize 


EXCHANGES 


Sowunion 


wr 


‘The MD Corporation recenity acquired ve equipment be wed in its rsdn 

Thexchange, the company trade an esting asset that hada original costo $6000 

‘sccumulaed depreciation cn the Use ofthe exchange of $45,000. In ation, MD 

$140,000 cash o the equipment manutucirer. The ar Yale ofthe old equipment 87 

equa 5 

‘Prepare the journal entry MD would use to record he exchange transaction sarong 

thatthe tmasoction has commercial sbsiance 

2. Prepac the journal entry MID would use 1 econ! the exchange transaction seg 
tha the wansaction does no have corer substance, 

1. Prepare the jourael entry MD would os to record he exchange transaction suing 
thal the wansocton has comersial sbstance, 


Exper 61700-40005. 200 
Renown pay gipeereinien sini 


saa 


“Gain $17,200 fer vue ~ $15,000 back whe) ss ee ine 


2. Prepare the journal entry MD would use Co record the exchange wansaction essen 
that tbe rancactom does nr have commercial substance 
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SELF-CONSTRUCTED ASSETS AND RESEARCH 
AND DEVELOPMENT 


‘Two types of expenditures relating to ipertional assets whose aecounting treatment 
generated considerable contovesy ae intrest coms pening wo slf-contractd 
{and amounts spent for research and deysiopmeat. We now consider thon expends 
‘why those cantoversos have develope 


Self-Constructed Assets 


company might decide to construct an operational asst for is own we rater tan 
‘existing one, For exam, a retailer lke Novsteom might deci to build wn 
rather than purchase an existing boiling. A manufacture company The Tate cul 
Sc its ove emamafactaring fait. Ti fact, Nondsrorn amd tela jt oo ft 
companies that sel-consuust assets, Oer recognizable examples include Wal 
‘Sears and Caterpillar, Quite often these eampanies act asthe main contactor ad 
subcontact most ofthe actual corsraction Work. 

‘The erical accounting issue in tse tstances is iemiying the cont of the 
‘cnstructe asset The task is mote difivul hat fr purchased assets bec the 


eansiction w eiablish an exchange price, Actually, offices arisen connec 
ih asigning cous 10 set-eonatrcted aust: (1 dtersining the amount of the com 
‘mire manufacturing cots (overhead) be alloca othe centration aa (2) 
0 he peoper eaten of interest (actual or mpi neue dri consveion, 


‘shen Utena cos of ans wataacuted Yor sale The costs material and di 
lor sully are easily icifed wih particular construction projet and are ineindeds 
However the ieatment of ramufactaring overbeadcst and it allocabon between 
projects and normal production is 3 omrovesa ies 
accountants vate the nclusion oF only the oerenental era cost nthe to 
eo o emstuction. That, the asset's vost Would inci only tboseadeltionl costs 
enced beeause ofthe detsion o constust the asst, This Would exelude eh 
nea depeeciaion ad the cali of spevisrs that would he iacrred wheter 
ie constuction projects undertaken If, however, ane onstruction supervisor Was 
{gest to wort om the project. then hat salary won enced in eset cost 
advo aeigning overhead on the sue basis ht is used fora epula masa 
roca. Tht is all ovorhoud costs are allocated bath to production and 10 scl 
‘aes based on the relative amet of & chonen se diver (or example, labor 
cuted. This ts known as the fl-cost approach ands the generally acepies 
et determine the cost ofa selFconsiniced ase: 


CAPITALIZATION 
he cst of mi asset inches all costs necesaary 0 et the asset realy For ise 
Se. Unlike one purchased rom another compan elf constructed ate requires 
ote it Daring this consiructon period, the prayct vst be Finance in some 9, 
he question as to whether interest cors during ie consniction period are one 
sof aeqiting the asset self smply costs of Fnancing the ase On the One 
he might poi meres charges finance inventories during their peso of mat 
nance the prcase of plant ake from athers snd wpe tha comsroction 
[net charges are merely cont of financing the ant thal should be expensed as 
he al her inerea wins, On the aera, we might ange that ll constructed 


and then alle a depreviatiom during ner pens mhen thease ate pre 
ene 


Assets, Cenerlly scoejed accountng principle cosisent withthe sec- 
‘Specifically inerst is capalized during the constuction peti Fr (a) a 
i ora company’s oe use as well ws fr (b) asses constructed as dinree projects 
ae (a ship oa rel estate development, or exarpl). This exces from imer- 
aieaton consideration inventories thal af routively ‘manufactured i lage quaii= 
enc epetlive basis and asets that already are in se or ae ready fo thei intended 
erst cont ncured during the prvinctve life ofthe ant are expensed os incurred 
ro 1979, when tis eaten’ wos mandated by SPAS 1, spany companies ested 
0 ped inlet costs asa cost of obtaining funds dnd not a cost of obtaining a 
“Accoingl, interest cons were expensed rater tho capitalized fac, pot to the 
sft fe companies other than ues captained ncn, Utes have kong been 
to do soy the desire a nccase their aut hase on which regulated wily rates 
se. Nonregulated cvpaies began to Tollow si during the ecoporaie slow 
heey 1970s a a wy 10 decrease expenses and holster profits, SAS #4 was an 
ales the diversity f accountng practice Now all companies capitalize ae 
during the construction of «qualifies. 
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3.45) 


res uy fr 
(stew captatzaton 


ny intro iced 
String be conection 
petod i lige for 
‘itatastion 


Period of Capitalization. The exptalization peri fora self constructed ase: 
‘with thefts expenditre (materials, Ise, or overhead) and ends either Wen the 
substantial complete snd ready fr use or when interest st 50 longer are being 
Interest coats incurs ean pertain o borrowings ober than those tained 

the constuction pject Hermever inc cts cam Tempted, seal erst ous 
be incurs 


‘Average Accumulated Expenditures. Reciuse we consider interest tobe 
ost of geting a s-gonstruted asset rea Torus. the amount capitalized scaly 
‘om of interest ast incurred curing the consucton perio that coal ae Ben 
expenditures forthe asset had et been made. father words, if comstraction ha ea 
lunlertaken, debe incured forthe project would not have heen necessary and 
Inerest-bearing det couk) have been liquidated ur employed elsewhere. 

‘As tell interest soul be daterrined fr only the constuction expenditrs 
Jncured during the capitalization per And unless all expenditures are made ath 
‘of the pera i snecessay to detcrive the average amount outstanding dung th 
‘This the amount of debt that would ne required wo finance the expenditones sad a 
sinoun’ on which intrest would acer For nance, x company accurmolted 
fofeonsinictian expenutesFily evenly tewghout the construction pes, te 
expeadinnes would be 


‘ota accurulted axpertures inewsred wenly trough te pared $1 


Average secumuloted ependitres mm 


Atche beginning ofthe period, oo expenitres have accumulated, so no Keres 
rue (cote equivalent amount of det) Bu, bythe endo the eri interes 
the total amount, $1,500,000, On averae, tea, nro aceraes on half the wl 

1 expenditures ere not incurred evealy throughout the pene a single average 1 
ficient, in that cas. a Weighted averige is defemined by time-weighting ind vidual 
sftres or groups of expentares bythe umber of months fom thei oewmence 
‘fhe comsinetion period. This s demonstrated in Mlustaion 10-12. 


anvary a, 2008 - $ 00000, 
Mares 1, 2008 40200 
‘September 10,2006 et 
Aerated Dace 31,2008 

Tbeloefrteren capt) -sigonc00 
anuary 1, 2007 ccd 
‘ape 20. 2007 30900 
n Janary 2 2008, the corpary obi a $1 min conmetion lean wth an 


“The weighted-averige accumulated expenditures by the end of 2006 are: 


Jarry 3, 2006 $800,900 %= $500,000 
March 31,2008 400,000 4s = 300,000, 
September 30,2008 00,000 « # = ‘0.000 
‘average accumulated expensituras for 2008 = $950,000 


— 
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Api noice that the average accumulted expendiares eles than the total accum- 
fexpentres of $1 $0,000, I Mil had bomowed exaly the amount necessary fi 
the prj, it wold nat have incre interest oma lon S150 for the Whale 
“onl 0 a anerge oun of $950,000. The next step i wy determine the meres 9 Be 
aed forthe average sccumulted expedite, 


Rates. In this station, debt finsncing was obsaines specifically forthe con- 
eject and the anus horawed = salesen to coer the average aceupated 
‘To determine the ines captain, then, we simply smuily the constuc- 
en ae of 1% hy the average accumula expendines 
Inteeat capitalized for 2006 ~ $950,000 XW ~ STEN 
{ice ha this isthe same ansner we wou get by assuming separate R% consition 
wre ade foreach expense te tne each expenditure was made: 
‘naval Foton of Year 
Outatancing 
* 
% 
* 


nese of 576, ae to the conto heb, bringing acai expe 
December 31, 2006, 1 1,376,000 ($1,500,000 +0), he remaining interest 
ht co capitalized 6 expense 
ibe emphasizes that interest capitalization dows not cule that funds ually be 
co his specific purpose, only thatthe compen does Pave xtaanding dhe. The 
ms that even if the company dest oetow speiially for the projet. fds 
jet burrowing must be diverted o finance the construction, Blier way —disely 
oss are neue Inca stab, for sane, even witout the om 
oan inerest wold be capilized because ber dct was oustanding. The cap 
‘ered would be the avenge accumuluted expends multiplied by the 
ale on these other loans, The weighed -aerage intrest rate on all debt 
te the constuction loan would be 10%, caleaied as “olows™ 
Loses ate 
‘$2.000000 
000,000, 
$00,000 


sin 
S000 000 
weighed averapshecaune total inees $600.48 on otal db of $6,000,000. 


Weighted-average rate: 0a 


STEP 1 Deters the 


pind reer 
eacled 


4m secrionz 


Intarast captalol 

lwted wo tntrart 

cared, est incre. Ih our ston, oa iierest cost incusred dating 2006 far 
‘Se, of apalized interest calculate, so t's ot necessary o Tm he capt 

‘Sheed erent with toa ate 

Sculinerst ewe, 


Syouco OK 
oon0o0 x ae 
000000 Xe 


Use lower arcu 


‘Continuing the example based on he formation in tMostation 10-12, ed 
‘the amount of mires capitalized duns 2007 forthe building The total accumu 
uses bythe end of the projet are: 


‘Aecumulated expenditures atthe beginning of 2007 
‘inducing terest eapeateaton) sy576000 
onary 3%, 2007 ‘aon 
‘Ape 30,2007 scoo09 
‘Recumdsted expensturs 3t Juno 3, 2007 
"fore 2007 tare captain) ‘saree 

‘The weighted-average accurate capenditres bythe end ofthe project r= 
January 1, 2007 $9,876.00 «= ‘51576000 
anny 31, 2007 100,000 > = 0003 
‘apr 30,2007 300,000 = 10.009 
‘Asorageaccumatedexpordtures for 2007 Rvs 


[Notice tha he 2007 expendtares we weighted relative tothe constuction 
‘montis hecause the project was fnised on Tune 30, 2007. Imerest capitalized 
‘Would be 528 80), calealated as flions: 


‘average hciatnd Aid ron 
‘ Eapentaree es 
SH cst the ‘76000 
Romctiieent® — Speticbarovng 00ND kL x 
—_ fcr Samo x WR x 


Captive interest 
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_Munipiying by sivtwelfhs reflects the fact that the intrest aes are anual aes (12- 
sen tes) and the constuction pesed is oaly 6 months 


ost of ie ling $2,574,800 ($276,000 ~ 9, $00), and $241,200 nin 
Melatsepeued S800 90500), 


tod because We use ras from speifiecorsiction Ioan othe extent of 
ie naosrings before wing the average ate of other dle. Sometimes, ough, it's dt 
sce specific BrONings With project. I these tutions t's uecepabi 1 jus 


Weight average 
oat 


Fran accu pis in which iret cons are capiaized, ta the to- Sung Be pred at 
‘of merest cous nerfed and the amount that his boen cepted shoul be Ss esses 


= 


“The accountng prineples of mest counties pert ome Fam of irterest expat | 
Spon and Beal are exceptions: Hore, deences do ext as tothe situations 
Intsest cam be copied, IF om the capitation of incest am inventors 
Teauie 2 substantial period of time bring them to condition for sae, DFeenes 
festa to the amount of interest thr capitalized, bn Argentina imped terest on 
‘conga’ Sel ay be capt. 


Jslosed. Graphic 10-5 shows an nee capitaizason disclosure noc hat was ic 
‘recent annual report of Carnival Corporation, the words largest rus company, 


RESEARCH AND DEVELOPMENT (R&D) 
For yea the practice was allow companies to elther expense or capitalize R&D c 

Jn 974 tbe FASB issued SF4S 2 which now requires ll fsearch and developmen 
be chargod o expense when incurred.” Thin was a controversial standard oppo 
companies who prcteeed delaying the <copmtion of these expemes wal Ilr year 


Peter vera indrtdialeearcl cal ncipurs poles Wil nee peli 
‘infact only 1 in 10 aceally reach camel prodicton, Moreover, even Ue 
‘that pan oot, dire relationship berweon rxearch and developmen costs und 
‘ure revenue i dificult to establish. In csr words, even if RAD costs do edo foe 
clits, is dificult objectively detemie the sizeof the heneft and in which pri 
‘ont should be expented IF hey are capitalized. These are the issues that prongs 
FASB to require immediate expensing 

‘The FASB's approach is certain in hos cases to urersate anes and oversae 
cexpeme hecaune a! eas sone ofthe RAL expels wl Hikely produce ite bel 


Determining R&D Costs. S/S 2 distinguishes escarch and development fi 


Rewer lanes warren) nisin sme a Sssnery oF A HAGE WH 
sich mmole wil he mel in developing * new pd or srce cr foe cng 
Trigg ster sigan inpeneen 10>) cig pase cee 

Devekopmeat he Wasi of seu eg star aoe plan odes am 
‘ctor ean mpeg rt oa hah ne 


activities, the costs of materials consumed. equipment. ails. an intangibles 
RAD projects, the cons of services performed by sters in connection with RAD 


arson allocation f indirect ost slated o those ative. General an ans 
cos shoul nt be included uniess they are clearly relate othe RAD tii 

Joao oc ecuador nyl RAD projec om con. 
RED sod expensed immediately even though the asst useful fe exends beyond 


pads the ast reused for R&D activities. 

eer, RAED ents pertain activate hat occur prior fo te start of commercial pro- 
‘aa! costs Of sarting commercial production and beyond ane por RAD cost 

10-6 captures his concep with atime tine boginnins withthe star of an RED proj 

ding With the ultinte sale of a developed product or the we of a developed 

The up aln provies samo acy aly RAD ene 


ey 5 ear 
bo node inareuy phew fees 
poner 


‘incre befone the sat of commercial production are all expensed as RAD The 

after commercial proiction begins would be ether expensed or tated as 

5 overeal and included inthe cost of nvenioy. Let's ook can example tn I> 
WB, 

stesand wages, supplies consumed, and payments o others for R&D services are 

in 200626 RAD. The equipment fs capitalized and the 2006 depreciation is ex- 


ne capitalized for purchased intangibles. Amortization of the patents ise 
Chase 
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AAP rome 
‘aconre of total RAD 
‘iting the pared. 


‘The various expenditures would be recoded as Fallows: 


‘GAAP require that otal R&1D expense incumed must be discloeedsither a in 
the income siatement on a disclosure ote. For example, Microsfl reports 
Non of RAD expense om the face of is 2004 income slaterent, Tour letatio, el 
expeme disclosed in 2006 would be S14 700000 ($14,200,000 in expeodiums 
‘$500,000 in depreciation). Note dat if Asker ltr sll this patent another company 
sy, $1 milion, the buyer would eaptlize the entire prchate pcs rather thn ony 
{ng and legal costs, Once agin the reason forthe apparent inconsistency in ccountig 
‘neat of ntenaly penerae nares sr externally prchied ian bes ithe 

of associating cost and ener 


RAD Performed for Others. ‘The quirements of SPAS 2do not apply 0 
that pecorm RAD for eh companie under contrat. t thee somone RAD. 
apie as ventory ad cae frat no frre yeas ul proj 
Ofcourse, ication ha the beefs o thes expense he cont 
dexeunabi and we eared ver he er ofthe projet Lame tom tesco 
‘Scop sing ete the pecemape-o-compleben compe cnc me We 
Sse thee sleratvesin Chapter 5. 

‘Ante excepts i company tat develops computer ste 
‘nud afte software ie determined ob estnoloialy esi ul befor 


=> 
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nike the United States, many other counts includ Japan, Korea, and Bra pe 
it companies to xptalize research and development cant ay itangible asses. ler- 
ational Accounting Stindard 98 requis research to be expensed mediate, Dut 
Helogment costs must be captaieed when cetnin cer iv BEE ret. 


production are capitalied. Coss incured before iexhnological feasibility is 
af expensed as incurred, We discuss watwateevelopmest ats below 


Jp Costs. Forts fiscal year ended Februnry 1, 2004, Home Depot, Inc: openet 

NS ccw sves thoughout the world. The company incuved 2 vakely 8 One pre= 

cont for salaries of employees supervising constriction, timing, aval and elo 

of employees totaling $86 milion. Infact, wheneyr a company introduces new 

lw service, or commences Puss ina new terry OF wih 4 mew eustomer, ee 

p mil sart-ap cass As with RAD) expenditures,» company mast expense all he 

re tx company’s stact-p actives inthe period ncured, ther than capalize 

co aa ae Sta up cons also Ince organization cast related vo organizing 
oti, soch as egal fees an state ling fees o incorporate 


Development Costs. The compuiersutwar dustry has become a large 
1oLUS. business over the lass two decades. Relative newcomers such as MI 


D cot nil technological easily of te pat hasbeen exalshod* The 
ds nt ade he accounting Ueno es nce wo deve comer 
to feted intemal. We secon for these cons ina sar mane, however 
re ring te osinnary project sag re expeed ee RAD. At tbe appa. 
deepment stages eached fr example, athe cine sage or intllabio 68), we 


‘ipamad nthe prod 
incr. 


420 SECTION? eno Reouees 


<apiatize amy further cos * We generally capitalize the costs of computer sofware 
‘chased for inernl use. 

"Technological fealty is established “when the enterprise has complcted all 
‘signing. coding, and testing activites thst are necessary to establish at the 
‘he prosiuced to mect its design specifications incluiing functions, feacwes, and techs 
formance requirements.” Costs incurtes after echnological feasibility but before the p 


Gaarie 10-7 


‘the greater of (1) the roof curren revere 1a curren an uneiputed revenes( 
‘sf eveove mst) oe aight ne perentgs overt ust if thet th 
intotation 10-14 


Grophic 10-8 shows the software disclosure included ina recent angual repo 
puter Associates Intemational, Ine. The note provides a good suman of te aca 
"Heatment of sbware developmen ost 


SA hn ana bn ei mi 


Bo mom amare natn na 


la generally accepted accounting peinciples allow this exception w the general rule 
all RED? We cool aribute tio the poical process. Softwar sa very im- 
airy oor scnnomy and perhaps its lonbying esos rele inthe staal 
vfiware companies wo capitalize certain RAD cows 
ruld also stbute the exception wo the pure ofthe software busincss. Recall tht 
coin pera ae expensed in te peri incured Ir two reasons: (1) they entail a 
rae of unceraimy of fate benef, and (2) they we dieu match wid fare 
‘Wah svtware thei a myporant wdentifable ene eenng milestone, technolo 
iy. When his mesone i atime, the probly ofthe software prods a= 
significantly. nd because the useful life of software is fily sor, (one so 
‘i mot cine), is mush ewer to determine the peciodn of erensed reveres 
"RAD project in other industries, Compare this iaation wit, ay, the development 
drag. Even after he drag has been developed, it mst go through extensive esting 
'HDA (Food and Drug Administration) approval, which may never be attained Mat- 
ik wl life othe dru ould be ayvhere Com ew sans any yous. 


Research and Development and Earnings Quality. 1s not unsaat 
company uy anther compar an oder to al cheolgy developed or nthe 
ring evened hy the acquired compary, Whe ope company buysaneer we 
pra peo lange and ata well at prone ear 
"dots, we mes dotnguh boweesneioped choo (aa 
2 eprcess RAD. Using ening aot accovting fo satware de- 
ttf cio falas en achieved value ait eee 
“evelped" The amount we atbat to develops tehnsogy i epalced 
2, Te amount we alrite fo in-process RAD, tough eypensed (wien 
ide pedo he egusion 
tangle i 2018 IBM Cocporaion segue (0 ofthe shares of Rational 
Caxpuraton fr $2163 mon TAM allocated he parce pie as lowe (8 
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Seirerey names 
emanent sorings 


"Note thatthe Rational acquisition irsiaded «$229 milion allocation to develop 
ology and ony $9 million to unproxess RAD. Atte time ofthe acquisition, Kanal 
‘mn establised company with few new developmen projects wiry result he 
‘ively small amourt of in-process R&D. In the Late 1980s, many tchlogy tet 
‘uistons included allaciions fo in-process RSD tha exceeded 75% ofthe pura 
Graphic 10-9 shows sme examples. 


A profusion of hage-percenage wtf caused the SEC to scrutinize the moun’ 
«ted wo in process REED and in some cases, require the writes to be redace. Far 
ple, the $37 bili sequistion of MC! by WorldCom originally included a $7 
anton alloted to inprocess RED. The SEC convinced WorldCom 10 reduce this 
1053.1 billion, 


‘ificati-prccess RAD expenses spear tepuary in Whe Inco stlements Of Ce 
‘Micronystems, ad other high-tenozy companies, In & mane sila to Sch ie 
reseruetring costs and ees trom inventory wre-downs, a fiancal aly st 
‘consider the matte ofthese expenses iv an astessment ofa campus pate 
"The inmedite expensing of Insprocss RAD another 
‘cxample of "hg bth” accountng rechoiques sore compa 
ies use to manipulate canning. By writing off lage 
anounts ofthe purchase price, companies sigaicay r= 
‘duce earings In the year of acquision. However, the 
lnger the wrie-off the smaller the umount allocated i 
‘goodwill, Until 200], goodwill was capitalized and ame 
tized aver pesos ranging fn 39 1 years fox ast ech 
nology companies. Th immediate wri=ff of poein of 
te purchase price inercased earings Soy year nt the > 
ture by rsdacig the amount of goodwill atnxtzaion 
‘Ac you leamed earlier in this chops recent aecouating 
‘stundards significantly changed the accointing retment of 
ood, chiminating the practice of amort.zng goodwill 
‘Willthis change m accountng standart reduce companies’ 
bese © write off large amounts of purchase plee ae 
process R&D? There is no easy ansice to this question 
Even though goody sno longer subject o petioic amertization ii til subj 
impairmca o value res thal we discos in Caper 11. These rule coud wes i gel 
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SOLUTION 


‘esrb o Stan what it means to capitalie an expenditure. What i the genera ule Tor 
‘eerminng which costs ave capitalard when an epesionalaset sequined? (3 453) 
“captain am expeiore spy meats record tase! AV experts ter than 
pens to Sareoidee and de repayments ae ier epee scared o opted. 
Ih greta the chair is determined by whether the expenciture bens more than just the 
"wet pein. Exceptions ta the general pipe ar dus n he chapter. The initial 
Las of 3 operational ase ince al expenditures necesary toring these Yo its de- 
‘v8 condton and location for use 

‘Which cots might he nel i the nial east of equpracat? (p48) aio to 
‘He purchase rice, the cst oF equipment might inde the st of wansportaon, instala- 
‘hr esting, and eg fest stabi ite. 

‘Wal situations i iteresteaitlier rather than expenses? (471) interest capi= 
‘aid oly for assets constructed fora compan aw seo frases constructed 25s 
‘iste produ Yor sale oF Fase, For example, Walt Dir) caplalies interest on ase’ 
tect ovis there parks resorts and other property and on theatrical and television 
pdr in process Dating the contrucion peo, ners: considered Cos eCEY 
‘ogettne amet ready for tended se. 

Mas the three-step process used to determine the araount of interest eapitalieed? 
472) The ist seg a deteine de average ater se expends for he period, 
Tresecod step ss tulip the average accurate exsendtures y an appropriate in- 
“tat crates determin the amount ot intertrial ten compares the 
‘Mem detrruned nae tw with elu nteret nc Interest captained ied £0 
‘hearcurt of interes inure 

_ Mts gol and how i measured? Why did the amount of goodnil in Disney 
v4 balance sheet change from the rir yea? (p 481) Good yepresents te unique 
_niveu company 2.8 whole ove a above is eiae tami and intangible ase. 
Bera good can't be separated from company, not pease fora buyer to acquire 
inital ao acquit while company ar asst prion of. Good wil p= 
‘ara. an asset in a taanceshet ony when was purensed in sonmection with he 2E9- 
ton of antrer company. n that cue, the caitaizes eos of poodwl equals the purchase 
tree ofthe company fea the fa wala ofthe nc ae oe dl rel a= 
{the ancunt eater other asets are Weried an valved, Rewent accounting sa 
rs nave sgnificanty charged the way we account or goodwill Wore these new 
“tends became fective 2001, we amvertzed expe! ove time] good js ike ay 
ihe rane zaset Ths mo longer isthe ease Nam, jun ike for other inten sets. 
‘i fave ncefinte useful hres, we do not amortize ooo, That why the amount of 
pod e Dsney' 2008 balance set cd not change fen the pie yor A 


‘ie nial cos of an operational asec aquiced in an eachange transaction includes the 

rice and all expendicores necessary o bring ihe asset ois desired condition 
Je leat for wie, The cost of «natal esr nels the acquisition costs for the 
‘Ge umd he exploration and devslopeeat cost ncued bene production bes, 
‘hdresonicn costs incured during o atthe end of extraction. Purchased intangible: 
‘ge aued ot thei nigmal costo include the purchase ree and legal and filing fees. 
Ts laren purchase involves different ase its pevewsay to allocate the Hamp 
sum aulsiion price arioog the veparate items according Wo some Togial allocation 
fn A widely usd allocation method is divide te haps purchase pce = 
tating to th individual assets" eative market values 
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A. Awetsacquited in exchange for deer! payment contracts ae values th fa, 
forthe present value of payments tsing felis tenes rate 

4. Assets sequired trough te issuance of equity secures af valued at he fir 
the secantes if known: if no kre, the fir vale of the asks received ise 
‘nated assets ae ylued at tei fa Yale, 

. A-key to profitability i bow Wall company manages and utilizes is asset. Finan 
nalts often use activity, ox tumover. aos evaluate a company's effestivoe 
‘managing its iaets. Operational ssets—partcularly property, plant, and ex 
(PPEE)—usually are a company's primary reverie-generating snst Thee ff 
‘sei otic to generating 2 saisctory reum to owners, One rai that anal 
tse 19 meaiure how effectively managers use PPAE isthe xed-aset wenoyer 
‘This ratio is calcalied by diving net sales by average aed anel 
(When an opevitional assets sod, «gain ox loss wecbgniged fete dence 
lhe consideration received andthe uses book value The base principle sed fr 
‘monetiry exchanges isto valve the asses) recsived based on the fat valu of th 
‘et(s) given up In cetsn situations, he valuation of thease) received i aad 
bok value ofthe ase’) given up. 

‘Tho coat ofa self construcied ase includes defile materials and labora 


OIL AND GAS ACCOUNTING 


‘Chopter 1 characterized the establishment of accounting and reporting standan 33 
al process, Stndards, panculrl chayacs in standards, can have significant diferet 
Tects on companies, investors and criion, and eter interest groupe. The FASD. 

‘consider potential ecenomie consequences of chang In an account eandard 

loduction of anew standard. The Mistry of oil and gas eecounting provides a goed 

ple of ths political process and the eff of posible adverse economic comegurnces al 
‘Saoard-settng process. 


be incladed as expenses inthe peciod the expenditures aze made. The aletive, 
«ost methods allows costs incurred in searching for oi and gas within large 
‘a to be capitalized as assets and expensed inthe fun a of ad gas from the sc 
‘sells are removed from that area. Beth of tone methods are widely ewe. Mlustnon 
comipates the tuo aleratves. 


CHMPTER2 Opin Aoi ep nd Dien ABS 


‘ing the fll. cos method, Shannon wou capaize th ene $20 milion wich ic ex- 
es fm the two successful wells is deplcted. On the ther hurd wing the sucess 
fort tha, the cost ofthe wsnccesaul wel i expensed in 2006, ans nly the St 
ih cos related to the soccsaful wells capitalized snd expensed in future periods a5 
‘depleted. 
107 the FASB anempeed io establish wiflrmiy inthe ae xing Weatmen! of ol and 
explorion costs. SFA 19 was iniued requiring all companies wo use the successful el 


they argue, thee ability t9 
pial inte sesurten markets would be nied, nish woud row in catback of 
‘oplaran. The fear tia the tandard wool cause doer companies to significantly 
cecil and gan exploration aed thus increase our deperfence on foreign cil Was com 
tothe US. Congress, the SEC, sal the Deparment of Ener 
“Saeuivepresure from Congres the SEC, an fece cocpanies forced the FASB 
Standen 1 Present, oil and gas companies con usc ether the successful efforts or 
snethed to accor! foro abd gas exploration cows OF course the wet wed 
be dsclosed, For example, Grape 1041 shows how ChevromTesaoo Corp. dis- 
elie ase ofthe succesful efforts method in a pote to recent financial statements. 
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tsually for several years. Special. hey ae aoquired o/b used a part of the 
generating operations. Lopeally then the costs of acquiring dhe ast shou! be ak 
I expense during the sporting periods benefited by ther se Thats, cel cox 
‘matched wit he revere they hep g=merae 

‘Le’ suppose thar a company purshasss a used delivery tusk for $8,200 t0 he wie 
liver product to customers. Tbe company estimates that five years fom he aquisiia 
the tick wil he sold for $2,200. The cos of using dhe tack during he five-year ps 
56.000 (34.200 — 2200). The siuaton is prayed in Graphic {1-1 


jain ot 
Rae 


‘Theoretically the matching principle raquires that the $6,000 be alloeated to the fi 
dividual year of asset use in direct proportion othe oe the aset played in eve 
ton. Howeyee. very seldem is there aslearcut relationship hetween the use of op 
sets and revenue prowacton In other words, we an’ tll precisely the portion of 
‘enefis fie asset that was consume. any particular pertod, As a consequence, 
ert arbinary allocation mothods We approximate a matching of expense with 
‘Contrast tis station with the $26.00 prepayment of one year's rent oman ciel 
‘1 $2,000 per month In that case, we tow precisely that the benefits ofthe ase 
"eat, are consumed at rate of $2,000 per oath 

Cot location for operational assess known as depreciation for plan and exp 
“depletion for natural resources, und un rtization for intangibles. Tbe proces elena 
fase with measuring decline in fait value ofan asst. For exanype, e's yx 
‘uch purchased for 88,200 can be sol for $5,000 at the er of cme yea bl we 
‘Kept for the fall five-year estimated li, I hs experienced & decline in vale of 
{88.200 ~ 5,000). However, deprciaion is a process af cost allocation, not a 
‘would nt record depreciation expense vf $3,200 for year one ofthe truck’ i. 
‘would disiibate the cost ofthe ast ess any anticipated residual value, ove the 
{fal life in systematic and vation manner tat ates to atch reves with 
‘oF the ase, ot the decline ints valae Afterall th wack is purchased tote wed 
‘ons, motto te sold. 

‘The specific accounting weatment depends on the inended wwe ofthe ase. Fi 
‘sod in the manufacture of a product. fr example, depression, depletion, of 
is omsiered a psd! con tbe incall as part ofthe ent of avert. 
‘he pdt iy sok Deames part uf he Cost of goods eld. Far assets nor wed in 


twative functions of the company. periodic depreciation or amortization 1 1 
expense in the income salenen! You might recognize this disinction a the 
tween a product cast and a period cox When produes cose reported ae 3 
‘of goods sold) depends oo when the pret sol: wen a period owt sree 
Dette depend onthe repoting pticd in which iis ineured 


— 
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ing Cost Allocation 
rio cos lation for oerton act rie ha is acto beetle 
Meets patio ne Tae feo a 
Bei it ih tc eet cnc Wei ta 


-AMlcaton buse—ahe vel of the usefulness hat is capeeted to be consumed. 
cation method —the patra in which he usefulness expected be 


Ii or use ie, of an operational assets the aroun’ of we tha the company 


cs obtain from the ass before disposing of. This vse canbe expressed in units of 

crn wits of tivity, For example, be estimated service life ofa delivery tuck could 

in ers of Sears oi ers oF the Number of ies tha the commpany express 

nok ts he drvem before disposition. We wse the ers sevice fe aa wal He ter= 
roughoue the chap. 

kl ifs provide he upper bau for service ie of tegble operational ast. Phy 

il ay acon othe pps fr which set scien he enone 

ihvis operited, For example, diesel powered clecine generator may lst for many 

sed only as an ezergency hockup or froly 2 few years iit is used gully 

vii lfe of» tangible operational asset maybe es han physical ie fora varity 

Forexample, the expoeed rate of technological change may shorten service fe 

hse expected to develop new technologies that we move efficient. the compa 

asset fra period of ime much shore than physical life. Likewise com 


‘elo reduce products ay be useful only foray as oop cane hd 
i. 4 mineral deposit might be projected ocamiain lion tons of a mineral, but it 
sonoma feasible With existing extraction methods mine omy 2 milion tons 
le asset, legal o contractual ie often i imitng facto Foe sta, patent 
‘apable of providing enhanced profitability for °0 years, bu the opal ie of 3 


nes fora thce-year pera! an! then tang the rack for ew antl, 
ov quite often disclose the range of service lives fr differnt eiegores of oper- 

[aes Fr example, Graphic 1-2 shows how IBM Corparition dschocl ts ser 
na mot accompanying ecem cial states 


BASE 
Janovnt of cost tobe allocate over a assets service ies called is allecation 
aout isthe ciflerence between the initial Yale f Une mse ais acquisition (ts 
nds residual yale, Resi or salvage value the net he compar expects 1 
the se at heen of is sevice lifeless ay atte disposal cost i ou 
Fk example above, the allocation base 1 86000 (88,200 east Less $2,200 ante 
vale) 
sitions residual value ean be estinkted by relersing oa company’ rir ex- 
oro publicly available information concerning resale values of Vareus Types of 


os 


apected sbsatsconce 


Intemational Busirose 
Machines corporatian 


ed tho be 
Sitemate ond calor 
and vorespone tothe 
pastre af ano am 


“wr 


Economie Reto 


‘assets, For example if a company intends fo trade its deliver tracks in thee years er 
new midel approximations ofthe tnee-year residual vale for thal type of rack ean 
tne Trem axed ck He hooks 

“However estimating resid value for many operational ase ean be very 
tw the uaceriiny about th foure. Fo this eason, slong with the fac that residual 


the chosen method ul allocate the asset's cost “as equitably as pombe Whe 
‘ring which services are obtained fiom ite) use" The bulletin furter species 


tive try toallacate cost the pero in an amon that i 
tenis pes tnt ha teed eae tial ent ol 
axse uring its ie. 

In practic, there are two general approaches that tempt to obain tis systematic 
tional allocation, The ist anpronch allocates the cost hase acenrding io th passage of 
‘Methods following this aprmch ate referred to ax time-based ethers. Te sec 
proach allocates an ae’ cost base wig a measur of the aes ipa ox ouput Ths 
tetiity-busedl method. We compare hese approaches isin the context of 
‘Later we sc that depetom of natural rstorees typically follows an activity hase 
and the amortization of intangibles typcaly follows a time-based approach 


Depreciation of Operational Assets 


“To demonsrate and compare the most ommon deprecation meted, We eco the 
tion described in Mlasvation 11-1 


‘TIME-BASED DEPRECIATION METHODS 
Straight-Line Method. fy far the nest easily understood and widely used 
toethod is stralubt fine, By this approuch, an equal amount of depreciable base i 
teach year the asset's fervice lf, "he depreciable base ie simply divided by he 
‘of years in the asset's life to determine annul deprecation, Ig. oor lastation, he 
Tine annual deprecation is $42,100, cleus as fellows: 


om Ren Ainge Bi Any Rn aie Yh EM 


= 
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$5250.08 — 40.000 = 649.500 por year 
mS $42,000 pes 


‘Methods. Using the sraht-tine method implicitly assumes tht the ben 
vd rom the was ofthe saat are the same each ye. I some tations tight e 
fo assoe tha the asset will provide great bemcis i the early year of 


ly in er years, The early Years incur higher deprecation and lowe repairs and 
‘expense, wal the Iter Years have lower doprccistion and bighor repairs and 
‘Two commonly used ways to achieve such 2 6Linig patter ae Ie sumo 


digits (SYD) method has 
| oumdation ote than the fact that accomplishes he abjecive of accelerating de 
min ‘mane Tis achieved by nut lying the depreciable base by 2 
zach year and results in depreciation that docreases By the fame smoUnt 
Ee iedectomins ac toc sate comme mols aanocer tm alu oe 
where ms the mamber of years inthe ase's service life. For example. if thxe are 
in the sevice Bie, the denominator ithe sum of |.2 3, 4, and 3, which equals 
numer decreases cach year eps with the valve wm in the fis year and Je- 
yon each year unlit equals one in the inal year ofthe ase’s estimated service 
‘anual tetions for an asst with ive year fife acy YF, aS We eal 
erection forthe Five years of the machine's lie uning the ast-aethe-years’= 
ig Masraion 1-04. 


balance methods, Asan ateratve, an acer deprcion patea can 
by veo declining alae thea Rather hn milipying a coms! Pale 
nrg aco wed SD depot, py cnn ton 
ulin each year. Specifically, we mally const pereniage rte mes 
ating ook valu ct se cima deprecation) ofthe ase depreciable 
the teging of he year Becaune he ae rer comlat whith ck Yale 
nnn depeiton es cach yea 
ta se ae mulls ofthe saline ate The ashe aes spy one 
iy the amie of year nthe wes sevice ie. Fr eAampe Re Suaeh he ale 
vith five-year eis ore-fth,o 278. Naren lips ned in practice ae 
130%, 00 200% of he saight-tine rate: When 200% sos a the mip, the 


rules depreciate 


‘Spree base, by om 
‘Shai rte ene 
‘ip the stright 
line rst 


08 secon 


eons esc 


‘neta fs known the dowble-decloing-alanee (DPB) metho because the rat 
{sce the stralgine rat. 

nour iluszaion, the double-delining balance rats would be 40% (two ies 
Ssraght-line rate of 20%), Depreciation is cseulated in Mastraion 1-18 forthe five 
Of the muchine's life using the double-dccliniag balance metho. 


[Notice thut i the fourth year depriation expense isa plug amount tat reduces 
valu othe expected residual value (book value hegining af yer, 854,010, mow 
Fesidual value, $40,000, = §14,000, Theres mo deprecation expense in yeat 3st 
value has already been reduced 1p the expected residual value, Declining balance 

ten alloca ths asset's depocialc base over fewer years than tho exposed sve 


Switch from Accelerated to Straight Line. The result of applying the 
declining balance method in ou llusrasion podoces an awkorard esti the ater 
the assets ie. By using she dovble-delining balance method in oar astration, no 


Ii our illustration, the company would switch wo stealght line in ether year 3 
‘Assuming the switch ie wade st Une Bosinning of year 4, because te BOOK value att 
sinning of tht year i $54,000, an adconal $14,000 ($54,000 ~ 40,000 in resid 
‘f depreciation mut be recorded. Applying the straight-line concept 87100) (514 
ded by two remaining years) im deprecation is recomed in bh year al year. 

TW shrald be noted tht thie switch straight fine snot a change in deprecation 
requiring eporin aa change in a sccuuntingpeineiple, The switch is par te 
pny’s planned depreciation approach. 


ACTIVITY-BASED DEPRECIATION METHODS 
‘The mos logial way wallocat an asset's cost w pods of an asses use 19 

sof uf the asst i terms ofits productivity. For example, we could massa 
ice life ot a machine in terms of its uur (fr example, the extinted number 


Inve already mentioned tha one way ease the service lie of a vehicle 0 
the number of miles it will operate. Te mst common acivity-based method ic 
tantsaf-production method. 

“The measure of output used she estimated numberof units (pounds, items 
to be pce by the machine, We cool slo se a measire of pat sach as the 


Units expected o be produced. This por unit rat is then multiplied by the number 
‘produced each perio. In curillustrston, the depreciation rate pr units $1.30, 9 
follows: 


=> 


250,000 — 40.900 _ a 
14000 unin SOP Wo 

nc produced wil rue an adltona $50 of depreciation to be recoded As m= 

‘erie life Bose on unis produced rather on in year, deprecation i not 

tne, However, al depen is eotstaed by the abies cos and the 


ccsary to bring Ge Uo val thease dowa 10 

\alue- Depreciation fur te five yeas is determined in Uluseaton 11-1C using the 
at grdiction metho Notice thst tho lest year's sepesiation expense is a plog 
tat duces book yalue the expected resid value 


ely, sing am activated deprecation mato roves aber matching of 
aod expenses, Cleary the rodutvy of lat tt sme clonely asad 


kings don't have am idemifiable measure of privity. Even for machinery, 
hea Menifable measure of productivity such as machine Dour units produced, 
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iets healed approximately evenly aver these asset’ asefl lives. Ceri 
(etn factor i tha seaght Tine ise easiest met understand apy 

‘Another mociation is the positive fect on reported come. Straightline 
produces 8 higher act incom than accelerated methods in the early yeus of an ast’ 
TirCheprer we pomted ca tha epic ct racic ca alec hoses 
lor debt aureemenis with lenders 

‘Conflicting with the desice o epor higher profs is the desire wo reduce nes y 

i tna income. An accelerated the serves tvs objctve by eaocng tax 
‘mone inthe etl years of sm ase’ life than straight line. You probably ecll a ime 
bussion from Chapter # in which the benefis were deseebed of using the LIFO 
‘mothod daring periods of moreasing costs. However, remember that the LIFO 
‘ule requires companies using LIFO for income ta reporting to alo use LIFO for 
Feporting, No sch conformly rule exis or depreciation rth, oecwse tax 
allow firms to we diferent approaches vo computing depreciation in thelr ax res 
thei financial staements. The method usd for tax purposes is therefore ta 
the choice of deprecation methods fr financial 
the taightline method for nail porting andthe Iteal Revenue Service's 
cceeraedimethod (discussed Appetix ILA) fr Income x purposes, Fa 
Graphic 11-4 shows Merek & Co,'sceprecation policy as reported in csclosre 
companying recent finaeial aferen’s, 


{Wig nex urusual Fors company o ferent depreciation mete or itera! 
lof secs. For example, Graph 11-5 strates the International Paper Company 
‘luton polly disclosure contained in» nove accompanying recent fnancial statements 


‘the ried States, income tas regulations alow fms 10 exe ifn! app 
Computing erection hor a5 reams ad rane statements, ner 
2 numberof counties suc os Japan, depneation rates Fat Financial reporting 
he same as those used for incor sx purposes. Intemational Fnaneial Reporing 
ands requledepresaton to be deemed or pstematc ass over the seal ef 
se astm he Ute States, 


pret rt artion nl rpeont, 


Sprague Conipany purchase failing machine on Jsmary 1, 2006, ata neteost of DEPRECIATION, 
00. Ae end ts our-yoar useful if, the company esate hat he machine will METHODS 
wtb 8,0 Sprague also exists that the machine ss foe 25,000 hore ding 


“nts of prodaction using mechine hous), Actual peodaction wos a allows 
‘Year Mochine Hours 
‘08 


S12 SECTION? eonomieResourene 


4, Units of production (sing machine hours). 


Machine Depreciation 
year Mowe __fateparMour = Depreciation 
06 000 * 5 24000 

= ‘5000, 4 200 

00 +5000 a 20000 

x08 7000 24.000" 
ot ‘Feo 

prs —some29.c are = 8 


‘vrenenny een Cooke ora ae 


tovlysather than individual. The two mthods ave the same excopt forthe Way the 
tion of ase is aggregated for deprecation. The group depreciation method dei 
‘collection as depreciable asets hat shace similar service lives and exer attributes. 


{epreiaion can be us forall the Sepreciale aes in one acufacring 
‘though inividoa! ase in the compete may have widely diverse service lives, 

‘Both approaches are sna in tat cue involve appivinga single sraght-Lne xe 
‘onthe average sevice lives of the aes in the group ot composite The proses sd 
‘seated using Mstation 11-2. 


‘Wher are yo changes inthe uesets contained inthe grsvp, depreciation of $52,800 per 
‘yar (16% % $530,000) wil be recorded fr 5.13 years. Thi mean the depreciation i the 
‘ath year will be 7.920 (15 of fl year's depreciation = 15% % 852.200, which Sepre- 
Sas he cost ofthe group dawn 1 i e¥timatod resiual value fn ther words, the BreuD 
lb depreciated over the average service fife of he ze in the grou. 

Tnuatce,thece very likely well be changes nthe uset= constituting the group as. nes 


Neston and diseition of iaivdulsasts. Mis ply amumen thal he ery 
Thea ew asets approximte tose of india asiets they replace. 

‘rouse depreciation. tecords are not Kept on a indvival eset basis, dispositions are 
ewe unde the assur thal the book value the dpsed em exactly equal ey 
“ses received and no gain or los is recorded For exsmpls i delivery true inthe 
fee hstation thot cost $15 000 sol for S3.000 in the year 2008, the flowing journal 


fyb ecired 


‘ry ata gino loa snc in the accurate deprecation ascot. This practice 
iy wil pat distort income a the unrecorded gains tend wo fst unrecorded losses. 
Te grup and comporite methods simplify the recording of depeciale assets. This 
ington sien any material eros in income determination. Crapbic 118 shaw 
dhekvare nove vecompanying recent finanelal siaemen sof the El Pavo Nataral Gas 
deserbing the use ofthe group depreicton method or its gual property 


Aéticeal group-based depecison maths the retirement and replacement methods, 
lscesed in Appendix 11D. 


letion of Natural Resources 
to ofthc maura resources calle depletion Because the weflnes of ra 
soaues generally Is deely related to the amount of the rewurces extracted, the 
hued unit-of productién mathod is widely used vo caleulste perocie depiction. 


‘Dep hase cost ss any anticipated residual valu Residual vue could be signs 
lesan that has vale ar he mara eure hi bem ext 
Testa ia strain 1-3 yas tinted io Chap 10. 
—— 
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‘The doprciton rate 


In Chaprer 10 bn page 488 we deterined tat the captalind cost ofthe natura 
‘coal mine including the restoration costs, i 52. 768.360. Since there is no resi 
‘he and, the depietion base equals costo he depletion ate pert scaled ac 
__Depleton base _ 
Fite extractable tons 

_ eres F 
Depletion prion = ETE TSO = 32.7636 pa ton 


For each uo oF eal exacted, §2:768560 n depletion i recorded. tn 2006, the 


Depletion pee tm = 


‘Nice tht he ces the ass coal mine, rer than fa cnt eas 
ted depletion, Although this approach i tradonal, the use of & coma 
aeeptale 

‘Depletion i. product cost ands incl i the conto the inventory of coal, jo 
egret manufac ep ncluded in nventoy cost, The depletion ti 
lindudd in cost of xoods sod in he income ster when he coal i soit 

"Wat bout deprecation on the $60 coo excavation equipment? I the 
an be moved fom the sean wed fare projet, the equipment’ de 
souk be alloted over its useful life, thease is mot movable a avs ura. 


avotization on atts ed inthe exactom of maural ences. The activity he 
the same ws thar sed vo calculate depletion the estimated recoverable nara 
ur llusation, dhe depreciation rata Would be 8.34 per ton, calculated ws follows. 


Depneclation pert 


In 2006, $162,000 in depreciation (84 X 300,000 ons) is recorded and aso ine 
pat of te cost ofthe oe inventory. 

“The summary of significant accom policies disclosure accompanying ect 
staternents of ConocePhilps shown is Graphic 11-7 provides god summary OF 
anortzacion, ad depeeation for oatral resource properties, 


tization of Intangible Assets 
im so to tied type of long-lived asset—inlangsb astets As for most other oper 
nl aset, we allocate the cant ofan intangible ast oy 1 i eevee or weil ile, Hom 
fer few inane asets with indefinite vse lives, amiorization is inappropeite 


[ASSETS SUBJECT TO AMORTIZATION 
the cot of intangible ase i alled ummrtzaton. Fran incangiblewset with 
efile, we allocate ts capitalized cost essay esimated residual value to pei 
which the asc is expt contribute othe company’s revemie-pencratingatii- 
This reyuies that we determine the asses useful fe. 6 acnorization base (cost es 
esa vale) and the appropeate allocation med, similar Wo our depeecating 
ory 


Life. Lesa, epulary or contractual provisions oes limit the wseul ite of a = 
ase On the ther hand wef fe might sometimes be less than the ase’ legal or 
lM Far example, tbe wef fife ofa pate woul be canskeray ss tha se 
of 2 year if cbscescence wore expctedo limit te Lngevty of a protected product. 


Value, We discsed the costo image assis in Caper 10. The expected 
alo Fa inangible ass usualy i ero. This miaht not be the case, hough, eat 
| fl ile to the neportingemity the frst wil benefit another entity. Fore 
| Qucia Carp. has a cormmitment from another company 10 purchase one of 
pcos ut he end of ts useful life at a determinable pice, We use that price a the 
regu valu, 


Method. The method of amonizaton sou: reflect the ptern of use of the 
 rerating Rene. Most companies use thestralgh ne method. We discussed and 
la miu approach to determining the ered amortization of software develop 
sn Chapter 10, Recal that the periodic smontzsiio percentage for software de 
ots tbe greater of (1) te aco of current resnues to caren ad anipatcd 
eng of vente on (2) espe pear he met 
‘sel Corporation reported several intangible asses in « recent balance sheet. A ote, 
in Gaphic 1B, disclosed the range of estimate! ysl lives and the use of the 
ine meted of alloation 
epetion, aoizaton Expense trdinally is relied to the asset account itself 
to accra amortization. However the use ofa contra accounts accepable 
In Graphic 11-8 hat Ine wes an secumlsted amtization conta account Let's 
can exanpe in Iustration 11-4. 
o depreciation, amortization tether «prauct cost a period cost depending 
sca tbe amc. For intangler used in the manofatoe e  pradut, ation 


= 


‘The cat ofa 
Inmate stot vet an 
Ince neal ea 
iamersard 


‘nade te hare 


ood tsa 
IBtangibe scet whose 
coat not anpenn 
‘trough peraic 


‘2 prolact cost am is nce in he eos of invemny (nd doesn't become an expense 
{he snvenory i so) Forman a= ot use tn production, sch a the Franchi 
‘i ourillaszaion, periodic amortization expensed i the petiod incurred. 


INTANGIBLE ASSETS NOT SUBJECT TO AMORTIZATION. 
‘An intangible asset that is determined w have an indefinite useful lifes not sujet 
‘dic amortization. Useful ite i conser indosne if heres no foreseeable iit 
‘eniod of time over which thease is enpected to comtnbuts to the cash lows ofthe 

Incite does not necessarily wean peroanent, For example. suppose Callin 
tiom acquired a sademark in conjunction with the acquisition of tire company. Ca 
plans continue to produce he line of tres marketed unde the aogured compar = 
‘ark, Recall from cur diseussion in Cher that trademarks have a egal life of 10 
but the registration can be renewed fora indefinite ember of 10-year pics, The bed 
the purchased trademark nally considered eo be indefinite andthe costo the 
‘gna amortized: However, if after severil years management decides o phase ot 
tion of the tre lin over the next three years, Calli Would amortize the rma 
‘value over a thre: year pened. 

eel the Hewlett-Packard Compa (HP) scqubtion of 
‘ation discussed in Chapeer 10. HP allcsied $14 million othe purchase ree 1 
‘alename, which i nt being amonizes Graphic 11-9 provides anotber example i a 
‘losore made by Staph, Ine, ima rae’ anal report. 


‘et ves will remain ina companys balance set at thie eriginaleaptaizat 


‘Tian acone mang te Png Se 1 Se oP 


= 


"Nos acess. Like hes operational ase lamps we subject the mn 
af vale rules wu discuss i vsabeaquen section otic cape. ie indefinite 

tiles min be te Yor rpinent ara ot ome Sequenty even ee 
indicate tar the asset mi be impaired. 


DDITIONAL ISSUES 
po he chapter, we discus the following Hses slate w eos lloction: 


forthe art ofthe year tha each asset actualy Is wed. 
ibe Hojgin Mansfactaring Company istration used err in he eater but 


har no information is provide on the estimated suit ofthe machine, Para 
ston presents problem only when time-nass deresation meth ae wed 
math the ate per unto ouput sip is mulled bythe actual ou- 


that 2006 depreciation i three-quarters ofthe ful jews depreciation forthe Fis 
rl ihe asset's ie esaue the ate was wed nine moth, 3H ofthe your: The 
one quare ofthe ist yéurs depreciation is included tn 2007's cepreision along 
fhe depreaton forthe second year ofthe ese’ fe This calculation i ot mee= 
pie tg ie method esas ful year's pectin tesa for ach 
amie 


yh above procedure is impractical or at eat cumbersome. As a rexule most 


Ihuustaanion 11-58 Sumotsthe-Years Double Decining 
‘esry Depreciation You Straight Line Digits Balance 
, $2000 $-m.a00 on c00) 
2 42.000 6,000 «0.000 
3 442000 2000 36.009 
4 42000 m0 14,000 
5 2.000 14000 ° 
Toil 10.00 $20.00 21G000 
uuereanons 14-58 Pato oat Depiction 
Yeor ‘Straight Line Suof the Your’ Digite Double Dectning 
08 “FADO SM —$ 81,500 $70,000 = Bla $ 2,800 $100,000 « 3/4 = $ 75000 
zor #2000 $7000 1/45 17500 $100,000 % 1/4 $ 25.08 
58000 = 4 42.000 “$80,900 9/4 = _ 4889 
§ 59,500, ry 
08 $42,000 $5600 1/8 $14,000 Sea00 1745 6.000 
42000 v4 31.500, 38000 «48 
5 45.500 
709 $42,000 © siz000% 1/45 10800 
420000 x 3/4~ _ 21.000 
31.500 
20 $42,000 $2000 1/a-$ 7,000 
14900 3/8» 103800, 
577,500 
zt Sezponx = $ 10500 $14.00 /8- 5 3.500 
“etal 5210.00 320.000 ia 


aldara meng a hn ogg fie ey ie ES 75 09 0 = 


Depusnon ano 
‘Amontizanion 


depreciation and use it consistently. common convention to reord one allo 
year's depresiation inthe year of aequsition and another half year in the year o 
‘This is known asthe hall-yenr convene.” 


Pert A: 
‘On Mare’ 29,2006, the Horizon Energy Coaporation prchased the mineral ight 
Aeponit i New Mexics for 82 million. Development cots and the resent vali fe 
Tand restoration cont taeda adstional $3.4 milion, The company removed 20000 
‘ea! during 2006 und estimated vhat sn aditional 1,600,000 ton would be rem 
the next 15 month, 
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depletion onthe mine for 2006, 
Cost of Coal Mine: (boron) Sownon 
Purchase price of minor rights 20 
Development and restertton cute as 

Ey 
Depletion: 
_ SA milion A 
Deplton Peto" = 7 itton ort ~ 92 - 


2016 depletion = 83 200.000 cons ~ $600,000 


42006, Advance Micro Circuits, ne, comple the purchase of Zotee Cor 

1 $200 elon, Tnluded in he alocation of te purchase pce were te follow. 

stable intangible asets (Sin millions). slong with the alloted amounts snd 
ctl Fiver 


rn, $100 million vs allocated tangible asses and $30 million fo goodwill. 

tne wnortizaio fused fo al pachased ntanpiies 

2006, Advanced finshed werk ona seftware devcloprent projet Development 

teed after technological feasibility was achicvas and befor the prvct release 
$2 lion. The software was aval for eles to the general publi on Sep 

29,2006, During the lst three month ofthe yar, revenue from these ofthe soft 


inseveaue over be next 45 months. 


otzation for purchased intangibles and sh ware development costs for 2006. 


of Purchased intangibas: Sowmon 

‘0 ilon 5 = $2 rilon 25/2 yaar = 5.5 ilion 
teckreloay $50 milion /4 = $125 mBion » 3/12 your = $125 mion 
a ‘510 milion /2 = $5 millon 5/12 yar = $1.25 milion 

‘The cast of goods nt arenes, 

‘Amortization of Software Development Coss: 
(1) Pereaage--evense meth: 

$4 lion 
(Hallion +36 males) 
@)Steighesine 
Sons og oem, 9652 
Feet or .25% $2 milion ~ $125,091 


ill use the percentage-ol-evenue method since pes the greater amor 


= 10% $2 million = $200,000 


ae 


A change mextinate 
Shou be reflecad in 
Shenae acorn 
fe arent paiod 


#108 


eanemi arose 


Changes in Estimates 


‘The calelition of deprecation, depletion, or amortization 
life and residol value W's inevitable that at leas some etimats will prove 


fiom hen on. So ualy Wil fet ne aspect of bh the Balance shet an Ue 
‘atement in the current an fare pens. And sdsclosure note should describe the 
‘fa change in extra on income belive extraordinary items, net income, and wel 
sare amounts for de euten perio. 


“The ast's book values depreciate own fo the anticipated residual vac of $22 
the end ofthe revised eight year serve® Ife Tn adion, «note discloses the effi of 
‘hunge in estimate on income. i mara. The beforeax effect is an increase i no 
'S18,000 (deprecation of $42,000 ifthe change hod not been made, less $24,000 
tion afer the change). BMC Software, Ine rocetly revised the service lives fore 
software cows. Graphic 11-10 dors th note tha disclone the chang. 


Changes in Depreciation, Amortization, 
‘or Depletion Method 


Recall from our discusion in Chaps 4 that a recent accounting standard requis 
‘change in depreciation, amortization, depletion method be considered a change & 


=a 


-simate that ie ahiesed by a change in accounts pipe, We account fr thes 
prospectively exactly eh we would anyother chang i estimate. One diference 
feat anges in exnae do rot rei a cormpany ott the change. Hewrener, 
mestimate eg result of changing as accounting principle and ieteforereques& 
plcaon why the new neon i preferable. Conaide the example in Masa 


pinata machine rs, 


Adedonr note reports te efecto te change on nat income and eomings pe share 
neh len tention or ranging deprecation methods, 


ly, uten a company changes depreciation wit, the change willbe effective 
erase placed in servic tor Ut date Of cours, th means depreciation schedules 

equ revision tease the change does po affect cscs depreciate in price pete 
dks teal reguied to provide usieaton or te change and report the 
the change nthe core year’s income. Graphic 11-11 provides an example of this 
change in depreciation method made by Dow Chesil. 
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Grane 11-10 
Change hr Estimats| 
Dedoaure BMC 
Soteware ie 


uuuerearon 19-7 


changes 
‘epeointion 
neracstin, ar 
‘iptin methods ave 
Scleanted tor te ame 
‘tap aen enge 


se secnon2 


Gaarne 11-91 
change in 
Deprecaon Method 
‘or Nowy Acquired 
‘asateThe Dow 


Chemical Company 


Error Correction 

"Bro involving operational assets inc! ide computational rors the calculation of 
Caton, depletion, cr amortization and rasakes made in determining wheter exper 
should be capitalized or expensed. These erots can affect aay yeas. Por exalt 
‘2 major addon oan operatiooal asst should be capitalized but incorrectly 
‘Noconly is income in the year ofthe err undertted, but subsequent yet” income 
sated because depreciation norte 

Recall fom our discussion of invenny errors in Chapter 9 tha if material ere 
‘covered inn scouting period wabueciet to he period in Which the er made) 
vious year’ financial staements that were incorest as 9 revall of the cme 
‘etrospetively restated fo reflect the corection. Any account balances tha ar incon 
resale ofthe enor are conected by jour entry, Mf retained earings is one ofthe 
‘seco the cocestion is reported rior perc adjustment begin Bl 
‘he statement of sharsholders equity.’ aditinn, adincloure note enced odes 
nature ofthe error an the fmpact of ts ormecticn on net inane, income befor 
‘ary ters, ad earings per sar 

‘ere i summary ofthe treatment of malenalerorscecuring in a previews year 

Previous year" financial statements ir retrospectively rested 

‘Accourt Blances are coresta 

‘retained earnings requires corection, the correct is neported as pice pid 

adjustment 

Anote describes the mature ofthe wr and the impact ofthe conection om incom. 

‘Consider Muses 11-8, The 2004 xd 2005 Fnaosial statements that were 
‘result ofthe eror are vetreypetively rested to report the action to the pate an 
Fletthe corest amount of amortization expense, astning both statements ae 
‘gaia Fr comparative purpone in the 2006 annual ep. 

Because tetas earings is one ofthe account incorrectas & res of heer. 
‘retin wo that account of $80 000s soported as a pnar pened austen the 26 
‘inning reained earnings balance in Hathaway's compare sare nts of shart 
ily Assuring that 2005 i inches! with 2006 in the comparative statements, 
‘don Would be mace tthe 2005 begining rtnned earnings balance as wel. Tha pe 
‘od adjustment, though. would be fer the pre-2I0 dilerence: SX00,00) — 10, 
524,000, 

‘Also, adislowure nove accoxapanyiny Huhaway'e 2006 financial statements 
scribe the nace ofthe error ang the iact of ts eomeetion om each ya's nt nce 
‘dersated by $240,000 im 200 ani vested by” $60,000 fv 200), Income 
‘extrorinay items (same a net incom) and earings per share. 

Cage 20 provides in-lepth coverase of changes estimates and methods, and of 
‘counting eras. We cover te tax effect these chang and orors in that hope. 


ouereey 


204, convo of vo Hathaway Corporation cover an wo ined 
Bato og tos usec Sef span rbgumar sa 300, Te 
sn charged egal fea enperea but shoud have oven cptaized and sorted 


(Sin thowsares) 
correct Incorrect 
(Should Have Been Recorded) (As Recorded) 
Caen s soo Cah ees 300 
Eipenie o Amortization ay ied 
Expemge os ‘Amorization sry omit 
Patent ss toacs « 


_ouin We to yea pind, arortzation eypanse was udostated by 8120 thousand but 
agers were orstated by $300 thousand, net Income dst to petiod wae um 
180 thousand Ugnerna nears teres). The mean etained earinge eu 


eplton, and umonzation refit x gradi vonsimption of the benefits in 
an operational wet An ilcit assimption in allcating the eos of an esse er 
ite sha hee as bows speiiat reduction I the anipwed otal beets 
ental of the ans Situations can anse, however hat cause signin de 
crimpainmen of iio benefit or servi ponents A eateme cate woul! hehe de- 
on 8 pane asset—say a balding destroyed by fre—before the asset Is flly 
‘The remaining carrying valve ofthe asst in tht cane should be wien fa 4 
‘Sometimes, though, the impainnest of future vale s mare sable. 
“The way we recoprize and measure an impairment low ier depending on whether the 
sets ar tobe eld and used ot ue being eld be sold Accoamtng is ier 
for operon ase with fie ives ane those wih indefinite lives, We consider 


]ONAL ASSETS TO BE HELD AND USED 
eaninaly common decurence in practice isthe paral wnte-down of operational as- 
stale use, For example, inthe sec quarter of 2001, American Ainines = 
crying valbe (book talus) of eorainaieraft by 8688 milion. The write-down 
fe sigaficant redocton in demand for ar travel ho esr even befoethe Sep 
fe, 2001 ertorist attacks on the Word Trade Cente and the Pentagon, 
ly there considefable meri fora policy reoiring the write-down of an op- 
tset When there hasbeen a significa deli in value write-down an provide 
4 elrration about the Fare cash ow tala ccnpsy ean generate ren wing 
However, in proce, this proces is very subjective Even ift appears certain that 
inpsiement of alos has neste, sen fcitficall lv mean the akin 
rl vie down, 


ed 


Operon Autti Uinaton nd tmpsnont SOD 


uusenanon 14-8 
rot Correction 


a p.s03 


For example, k's say a company purchased $2,000,000 of equipment © be use in 
production ofa new type of laser pists. Depreciation is determin sing the straih 
‘ethos over a use life of si yeas und he residual value is estimated at 201,00 
beginning of yea 3, the machioe’s book value has been redace by accused 
tion fe 31,400,000 ($2000,000 ~ ($30.00 > 2)) At that time, mew technology ie 


‘el far gy or yar wed el hese sen 
Shs eton St Spy ao Gey ie ras tf 
calves beangenen ma ede he eer Gscng I ou 3 wrmat ee 
‘ie suet eloWS1.A0000. A wets dove woul oe appro it compar 
‘ct weld be nai iy rv fn sn rage Fe 

Foc operat! et Beh ane lec pune py (1 age 
sisal sacs a ntagite penal monte wh eos es tbh 
to, depen or amrtzaion and tage Sproat wih inde 
lest state amor 


Tangible Operational Assets and Finite Life Intangibles. SEAS Wo. I 
guidelines fr wher to recognize and how vo measure impairment losses of long Hve 
‘ble assets an iangibe ste With fine useful lives. For purposes of tis 
‘measurement, assets are grouped atthe lowest level for which identifiable ash ows 
largely independent of the cash lows other ase 


Recognition. 11 would be impractical 0 tesall asses or asset groups fr 
{he ond of every reporting period. SFA 44 requires vestigation of pose 
‘only if events or change 9 erences indicate tat the book value ofthe asec 
group nay not he reenverale. This mh happen from 
a. A significant decrease in marke pice. 
1h A significant adverse change in Vow the ase being use rk i physical 
cconaidon. 
 Aignificant adverse ehange in legal facto ori the business cima. 
AL ‘An accumulation of costs signifi higher than the amouat orginally expected 
or the acqusion or corstroctin of sm asec. 
 Acurent period loss combined ih istry of loses ora projection of 
Jossosasocisted with the asst. 
4, A tealization that the asset wll be cisposed of significantly before the en of ts 
‘estimated useellife™ 


‘Measurement. Determining whetheo record an impairment ox and actual 
the losis. a two step process. The firs step isa recoverability fest—an impair 
fequited only when the undiscounied sun of extned future cash Dow ren an ame 
than the asses hook vale. The measorement of impirmentloe—step 2—ie he 
fetnceu te asset's bok value ad i (alr yale tn impairment Les freeones. 
‘writen dowa book value Decomes the New cos base for future com allocation. Later 
ry of an impairment ess promis. 

‘Let's nok cloner tthe measarenent process (step (wo) Fir value I the sm 
‘the ast could be bouglt or sod ina curren transaction between willing partie. 
‘market prices could be used itbey"aeovaable If fal value i not determinable, 
estimate, 

“The proces is bet deserted by an example. Conserllostaton 11-9 


1-3 the $135 milion had toe estimated, One metho! tha can te used to estimate far 
ea compat tbe dicounted present value of fate cash flows expected from the ay 
eKspin mind that we use unisecwoed estimates of cus ows instep ome to determine 
a pairment Loss indicated, bt sscouried estimate of cash ows to determine 

onto he Hoa, I calculating presen vlc either tadonalepproach or an ex 
ah low approach ean he used The traciomalapyeoac io inereporate sk and 
ato vie discount rate. Reval Gis disewsions a previous caters hat the ex- 
sah hw approach incorporates sk and uacerain’ isead in a determination of 


hates, 
ost noes needed to deserbe the Impalrment loss. The no shoul inch a d= 
of he impaired set oF asset group, the facts and cumstances eas to te i 
othe amount of the ls if not separately disclosed on the face OF the income 


its focus away from tational consumer services and toward business 

re emerging technologies. Thin charge was the Wiggeing event hat rqired an 
namen review, Graphic 11-12 shows the disclosure now roms ATT quarterly 
cal erent that deseribes the impairment. 


Life Intangible Assets Other than Goodwil. Intangible ssl with n> 

nsf ves should be ested for impaicnentanmlly, or more frequeny i evens 

in Giumstances indica thatthe asset may be impaired. The messurement of 

ent ks for indie ie itangibes ote han goodil 6 8 cme ssp process. We 

he fair vale ofthe se with its book value If book value exceeds fat value, an 

jet sf recognized fo the diference Notice thar we omit the recoverability test 

hse wt, Because we anticipate cashflows to continue indefinitely, recoverability 
aged nao of impairment. 

to tangible operational assets and finite fife intangibles, if an impairment loss is 

the wctten-down book valve becomes theme oe! hase for futur cnt aloe 

cover ofthe impurrent loss spribied. Disclosure eyuirenens aso ae sila, 


=> 
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Gear 11-12 
‘Ase kopkert, 
Dicosare—ATT 
Corporation 


STEP 2—A goodwil 


Imparment oe 


tthe book van of 
he goed over es 
mga” fle ala 


Goodwill. Recall that good is unique intangible set Unlike other ase 
(@) can't he diteilyascisied with any specific identifiable right and (>) 

{rm the company as a whole. Because of these unique chareteistcs, we can't ea 
‘impairment of goods te same way as otber operational assets, SEAS Na. 142) 
‘guidelines for impaiement, which whic inl lo general impaiment guideline, we 


‘if to goodwill: Let's compare the (»inatep proces for measuring goodwill’ 
‘wih tbe (wo-step process for meusuring impairment fo tangible operational sss 


tok value. However, in dis compar, dhe val of ates for angie operation 
nd ine intangibles is consider o he value i use as micsure by the sum 
‘outed cash lows expected fromthe askt. But de 4 ite unique ebaraczerisis, the 

jin any see eas lows and ste measured io 


the reporting uni sess than its book wile, an smpaenent os is ndicual. A reporting 
isan operating segment of a company vr x component oan operating segrun! fr 
slscec fnareialinfoxmaton i aalable nd segment management regulary 
‘opectiny results of that componet. 

If goodwill i tested fr impairent the same time as other operational assets of 
porting unit the other asees must be ese ist andy impiment lows a asset 
‘down recorded prior to testing oil 

InStep 2, forall clastieaions of operational assets, impalement since fom 
1, we measure the aoont of rpairmes asthe exces OF the book vale of the ast ont 


‘st be implied” rom the aie value the repewting unit what aegured the godeil 
‘The implied fai value of goodwilscalulatd i de sae Way thal gol 
‘mined ina business combination. That s,s Yendual amount measueed by subset 
fair value of all detifible net assets fom che purchase price using the wits previa 
termined fair val a the purchase price "An examples pide in Mustain 11-1 


‘=o ah hrf se Sen 6 eral Cs PAB. 
heeqamtas mols ee sn maa 


clas eee armen Yoana 


other intangible ust: with indefinite ef lives, poodill sould be wesc 
enn am anal bis ann hetween annual fst dates Fevents ox cheum 

os ete hal he fr val ofthe reporting uns below its book value. 
‘ng company in «Basinete combination often: ay oe tbe segulsiton wing is 
kW the ae 19%, he sock pees of many companies were umualy high. These 
‘sock prices meant high purchase prices for many acquisitions and, in nny 
x ineihly high values allocated to poestwil- When sock prices retreated in 200 and 
‘became vious ha the Book alue of goudvill fr many companies Would never 
‘Some examples of lilion dollar goad rpairment less are shown 

1-13, 


Corporation povides sme tecen example. A the ea othe compuny’s 2003 fi 
yatta 2 aon gil pment esau Was Comm 
14 describes the circanmtances of the 
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uustemnon 11-10 


Impairment eas 
‘Goodait 


ei howl be 
tested for pain 
tlc anmuty. 


Genre 11-13 
‘Gocdwil irpstmane 
owes 


Gearnc 11-14 
GoodilImpaitment 


alltel bok 
‘hia eooaets tor 
‘atm ter cst el 


An onavet must decide 


An operational ast or sroup of asse= classified as bel for sales measured ah 
‘of is book value or fae valueless cos o sll. An mpairment loss ts recognized or 
‘write-down to fie valueless costo sel = Except for imeling the ost t sel note 
Similarity to irapaiment of wet to beheld and usd We dow depeciate or amet 
tssets while classified ws held forsale and report hem sepurtey in the balance sek 
‘all from pur disoustion of aiveaniause operations in Chapter 4 tht sia ules app 
‘component of am ety thts classified as eld for sal." 

‘Graphic 11-15 summaries the guidelines or the recognition and measurement fi 
ment oss, 


IMPAIRMENT LOSSES AND EARNINGS QUALITY 
‘Wht do f-proces earch and develcpaca pent, sss from the wnt Seva 
Inver. tid resrsctring cts have cormionThepreence ay of these Hem 
uate income statersen! present allege to am abaya ying tee + 
us pecan eantogscbove tiely wo coinue i dhe fue, We Useissed 
‘hose sues im eo shapers. 

‘We now cans asset impairments 9 heist “bi ath” accounting teh 
seme compan uc manip canngs By wring off lane oars of pero 
fet companies sigan reduce earings he year he wl Dt ae 
crease fire eaminge by lovesng fire Seren depletion, cx sexta. 
hom. We measure the inpasrment osc the dirence betwen an sits Dok vale 
4 fir value Howeva,n mest cose lar vale must be estimated and thee 
rocevn sty vovesafrecat of fie ret cae ws Ue company expe 
fra the sve’ eH cna undesowtesftre me eas Now. fa ae 
ated. This his two effets (1 ute jea's income surely Ho de te 
Fiment lost boing overtied and (2) fue Income (unrealistically igh 
‘pretation depletion and amortization ne based on understated as vals 


selena 


EQUENT EXPENDITURES 


elated lo operational asses eau netease [ore Benefits the follow, 


‘A increas in thé operating efficiency ofthe asset resting in eter un inerease in 
‘equa of goo or services produced or a decree in fture epeating ees 
4, Aninreasin the quality ofthe goods oe services pnsaced by the at. 


te Unie Sates erountng for operational asses subsequent to nl acquit 
sed wn the stant east of thease, and years to wie changes i mate 
ets, shes than in aset impairment sation. generally aft permitted, tte 
orl the roquements af AS Ve deviate sigieaniy from U.S. GAAP by allowing 
revi anes a talance dec des seq to lala. 


—- 


350 section? 


corte of adetone 
hay are eapatred, 


Inproverments way 
sre copiatced 


eon Revere 


‘Theoretically. expenditures that cause any these results should be capitalize 
fan then expensed in Tutte pevids th-ugh depreciation, depletion, or aorisain, 
‘permis she matching ofthe expenditure with he future benefit, OF Suse, mei 
portant ctr inthe practical aplication of this approach, 

For expeeney, many companies st materiality Ereshold fr the eapitaliraton 


‘over $200. There often ue practical prohlen in eaptaliing these expenditures Foe 
ple, even if tuture benefits ar increased by the expense, it may be dificult wo der 
how long the enti will fast.’ important For company to establish a pi or 
these expeniturs and apply ‘consistently. Z 

‘We clasity subsequent expenditures (1) repairs and maine, (2) ations 
provemerts, or (4) reanangements 


REPAIRS AND MAINTENANCE 
‘These expendi are made to mafia given level of benefit provided by te ase 
do not inerease future benefits. For expe, the cos of a engine tane-up or the 
fn engine pat for a delivery tack allows the eek to continue 


‘As the term implies. adltons involve sling 2 new major component to an existing 
ann shouldbe captilized because fare benefit ae Insreaed. For examen 
ftigeration uni toa delivery track inreses the capability of the tuck thus increasing 
ture benefits, Other examples include the consratin of « new wing cm a bung sl 
addition af a sccunty system tan exiting baling 

‘The capitalizes cost includes all ncersary expenditures to bring the adlition 
tion nd locaton for use, For a buildin addin, this might include the costs of 
down and removing a wall of the existing building The capitalized costo wlitons 
Presid veri remaining ws eh wigan el ie 


IMPROVEMENTS. 
Expenditures clase as improvemens involve the replacement of jor con 
‘tn operational ase, The replacement canbe anew coment withthe same Gc 
asthe old component or anew compen! with enbaaced operating capabilites. Fore 
‘an existing refrigeration unit ina deivery ruck could be replaced ith «new hut 
‘or wth anew und improved rfngeration unt In ether ease the est ofthe npn 
ally increases future benefits and should be capitalized hy ineresing dhe hook val of 
late asset (he delivery track) and deprocnted over the txeful hie of the improved 
‘Theve ae thre mcthoos used ts rent the cou of improvements. 


os 
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|. Substitution. The inproverien ean be recorded as bot 1) spositon ofthe 0d 

‘component and (2) the acquisition of the new comment. This approech 
iy appealing ttt x practical ony ifthe ox gia cemt ad acca 

Seqretion fh impos ca be separ ted 

1 Copulation of new east Another way to record an iiprovemeat st inetd the 
‘cost the improvement (ne of any consideration 2ece ved from the dispstion of 
trol congas cll aed ane aren bon eoreg e 
rial cost aod accumulated depreciation ofthe orignal component This spproach 
‘saccepable only fhe book vale o he erigina cornponen hs been reduce 


“Ania Way i increase an ass book 


keyrecation. The argument for his method shat men imprvements extend the 
Well ie ofan asset snd ae equivalent to a paral recovery of previously recorded 
‘epracstion. This approach produces the sare book clue a be eapitalizaion of 


actions, improvements. ane rearrangements generally relate to tangible oper 
jauch-A possibie sigificantexpeniuy incre tobsaquent wo the acguisiioa of a= 
es the cow defending the ight that gives thease ts vale. Iran intangible 


a 


tight is successfully defended, the Igscion costs should be captlied and amore 
‘hs remaining useful ie ofthe rele itangibe. This isthe appropriate eaten 
expenaiturescven i the inlangihe ass! wos originally developed ater than purchase 

Tabe defense of an itangibe right msueceef the te gation costs shoal te 
‘pened as incur besause they provid: no foture bene In addon, he book Ylue of 
‘nangible ase should be reduced to lizable value. For eaample if a company 
cessful in defending a patent infingesient sat, the patent's valve may fe eine 
took value ofthe pant should be writin off aka tse. 


CERES 51> 


1s Penny corer? Do the terms depreciation, depletion, and amortization all mes 
‘sume thing? (p04) Penny core Each of these terns refers othe coe alc 
operational asets over their service ves Te ter depreciation suse For gant a 
rent depletion for natural resources, and amertieaion fo ita 

‘What i the unltcof-production metho? How ii sed by this compen? 508 
Lunts-of-produetion method isan actity-based method that computes s degra 
‘epltion or amortization) rate ger measure of acbity and then multipes hs aeb 
actty fo determine poids crt alication The meth is une by this company 
‘recite its paper and wood products wanutacturing cles, (2) measure depletion cf 
“ost of timber harveste, and (3) measure amortization of te ost flagging rade 
‘flogging road an intangible a=ct because the company does nat awn there 
‘company has ncured costs to upgrade the ads to make them serviceable ata te 
{tose them nit ber operations 

Explain how asset impairment diflers (ram depreciation, depletion, and amort 
ove are impairment losses measured for tangle operational eatet with fist 
lives? fa 523) Depreciation, depletwn aad hmoctation rec a grad consmp ia 
‘he Benefits inherent in an erties ast. rit nsumption in allocating the 
anaset over is useful hfe at tho hasbeen mo iin rection inthe 
{otal benefits or eve potenti of te asset. Stations con are, however tet case 
rieant seine oF Impatrment ot those pene or sence potetils Determining 

to recoefan impairment iss for a Taroibieeperatinal asset and stualy ering 
isa tworstep proces The Gat step» 3 recoveraily testa impairment los 

‘oni when the uneiscourte sum of esirated future eas flow from an ase i e 
‘he 296" book value, The measuerient of impart lee—step 2s the dere 
teen the assets book value and it fl valve Iam impairment Sori reco 
write-down Book vale hecones he now ena efor utr cast location, 


es 
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‘Tueus of operational asiet epreserta consumption bevels, or service potential, 
‘herent a the assets. The matching Pimple fequte> thatthe cost oF thes here 
Intec service polit that mere conse be rove aan eense. As here 
‘ey sede iret relationship between the wse oF operational ane and revere 
eviction, secouming Keser to acbitary allocation methods to ashieve a tein of 
‘apemcs with revenues 
‘he alocation proges for plant ay ene scale! deprecation. Time-tased d= 
fretition methods ekimate service liu years ad Un aflcate depreciable bas, eo 
{ee xia esikal vale, wing either a sraighiline accelerated pattern. Activity 
base depreciation meds alloeste te dxprocials boss by etimating service life ac 
‘onling fo some measure of produetiviy 
“Te allocation process for natural resource i calles depletion, The aetvity-based 
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© Reeartng arcu demu ea 1 he measreneet repre open ase, iting 
‘ett Net pep apectton, nd each ad venga epee 
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F) FINANCIAL REPORTING CASE 


A Case of Coke 


“Yow ae the fae secnanting morn Yur fve= 
member group in you Buses Paey class 
Dirt ofthe eae your grou working oni the 
anal ofthe nara statements oF the Coe 
Cola Company. 

Te matetng major inthe grup is confuse 
by the fllowing disclosure sate from Cas 
Chie 2004 annual ep 


Nate 8: imi uments a prt) 
CERTAN DEBT ANG VARKETABLE COUT SECURITIES 
Inastments in et ae mare equity soy other har lesen cou for oy the egy 
met ae eaenenaed 3 ether oan, self sale or t-matanse On care 31,2000 one 
200, we ad no Wong Suri. Secures catered as avaible ave sete a awe. with 
nea gains a bes rete Geter ene taut nepored 88carponer fected Oe 
enprenenave incon. Db! secures catego 2 hesormatuy ae Sule a reed an 

‘On Greener, 2004 able fora need matty scenes conste the allowing 6 
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"They say urvesizn gis ard loses ay epee 25 part of compres locome? | dort see hese 
sb ind esses on econ be unple"Mybe apreenevescire esometrrg ee 
‘roel And elitoraturity seus are they eae eee 9? 


Pevcent so paneer Same ara 
auesnons ieee pert ent 


1 Moy sould you respon? Why te held-tosmluriy ssi ete eliffxenth fram ther nvestnent 
secu? (pane 962) | 

2. Why ae unrealized gan ad aces on avait for-sale secures nat reported on the ncdme 
statement? page 564) 

2. What is compecheshe income? (page 5d) 

4, Anticipate his rex question and engin why Cake acrosome oF iesimens by the ely 
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‘Most companies invest in financial instruments issued by ether companies, For sone 
‘estan, these invesiments represent ongoing afilations wih the eompanics Whore 
tues are acquired. For mstanes, 208 Bemart oes all he comrann sock of Sears 
hecome the nation's thn-lagest eae Micrasofl fnvested $600 aillon in nation 
‘wires phone company Nextel Communications In guiing acco 0 Wiel 
‘users. Some investments, though, are rade not © obtain favorable Business 

‘with anor firm but simply to earn a rey om the dividends or nerest the seca 
‘or from increases inthe markst paces she secutes—the some prospective reac 
night motivate you italy srcks, bonds, r ether ivestment secures. With st di 
ininyesiment objective, i's uncdertaable Ua single accounting method i deg 
report every investment, As you'll discover when reading this chapter, investments ae 
‘counted for in six ways, depending on the nature of the investment relationship. Before 
‘seus these in detail see the quick oye=view othe six approaches in Geaphic 12-1 


Gama 12-1 


Par ora 


We discuss the last four catepories Part A of the ebaper: The egulty method 
scribed in Patt B, aswell an abbreviate discussion of consolidate statement. 


(RRPAEE ACCOUNTING FOR INVESTMENT SECURITIES 


To finance ts operations an oflen the expansion af those operations, x corp 
funds by selling equity secures (cow and preferred sek) and debt secu 
and notes. These securities are purctasad as investments by indica inveson 
funds, and uso by other corporations. In iater chapters we discuss exit and det 
from the perspective ofthe ising comps. Our Focus this caper im the 

thar invest in secures sued by other eponaions ws well asthe haved by 
tal units (hn Treasury bills, ad Treasury bonds), 


=— 


For cepoing purpores, al! investments in debr secur ond investments i egy ve 

as have realy detrminblcfai ales except those fr which the equity method ot 

8 appropriate} ace classified in one of nee categories and acvounted for dif 
depending on the classification as shown in Geapic 12-2 


in secouting reament among the categories of seyites arise wah apt fo ine 
sins and owes, hove that arse om holding securities during a period when their 
hes change. 
yo hte purpose of accounting sto provide oration use in making deci 
‘Whats mot elean for hac purpose is nec nacssariy the sare fr each investment 
might make Poe example, day-to-day changes 0 curkt value are less desrip- 
invent succes for an investment corporate om that anagermen jal > 
so ld wel te bond ature han fora vexmns nthe common tock of smother 
jon ule withthe hope ef prof from marl price changes. Les examine 
reporting usficaions, one by one. 


ities to Be Held to Maturity 


share of sock, 2 ong weer det security has specie date on which ic ma 

“Opi att dite, he “Yace amount” is paid vo investors. Inthe meantime nist 

specified porcentage ofthe face amount is pd So investors speed inet 

Hoover, even though the maturity amount is xed and averet payment are fac 
‘his docs mean the mat value of he security does 

‘ange On the cutary makes” tes oF iret ae 

fers fied-rate security i purehased, the value of the 

ow-helowmarke,fine-interest payments desires. So, 

‘the markt value of the vestmet falls. Conversely, if 

market yates of intrest fll afer a ines-tate peri 3 

purchased, dhe fixed interest payments become relatively 
tractive, 50 the markt alu the investment ries, 

‘Ae ese movements Ore pee welevant? Noe it 

the investor tas a intention of selling te ivestme e 

fore matty Increases decreases nthe market vale 

‘petween the time's Jebto=curty i acyuied and he day it 

‘matures to a prerranges matty value age less impor- 

tant i Sale before shatuiy stan aermatige. Por hs 

* reason, if an investor ba the “postive intent and ability” 
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‘to hold the securities 10 maturity, investments in debt securities are classified as 
‘maturity and epaned at amorized cos inthe balance set, 
A debt security is 7 lasified as he--maturiy ithe vestor sight ein 


Purchase of Investment. The journal ery to rcord the purchase of yest 
ries is 


maple by the outstanding halance of ie invesamet (dung the interest pei 
toasthe efiecave incest method. This winpl ian application of the asrual cone 
eat with aesruing ll revenues as they ae eared, regal of when Cash ie oceyed. 

‘Cominsing oar example, the inal »vestment i $666,685, Since the effective 
rat is 14%, interest econ as revere he ives forthe fst ix month ite 
isSdo08: 


$0096.60 x eee = sano 

‘Outstznsing balance ifectiveraie ———-fetive intrest 
However, the bond security calls for semiannual interest payments of only 
sates rate (6%) times the fore amount ($700,000). As always, when only 3 portion oi 
fre in received the remainde becomes wn a4set—in this ease an aiton te 
vestnent. So the diflerence, $4,664, incwases the investment und is reflec 8 
{in the aincoun (a valuation wecount, The journal entry to record the interest ceva 
‘st six months a fovestmord revenue ie 


‘The amortized ost of the investment pow is $700,000 ~ (833.367 — 4.664) ~ S67 
‘which i higher chan the origina investnent, Bocas the Balance uf the inves 
‘feases cach period, the dollar amcuat of iterest revenue (rset rte % ont 
ance) alo wil increase each period. We Jisc uss ths in much greater dual i Chepe 


Reporting Investments in Securities to Be Held to Maturity. Securitict eb 

‘to mtuity are resodad at cos a illustrated abo, and holding gains orks 

‘rice changes ae ignored. So if the market value of the investment were 1 cree 
= 


138 a Janmary 1 to, say, $680,000 al June 30, we woul ignore that holding. pin and 
ert invest ins balance see! a thal date a it acre cost of $671.07 asd 


that sues ond ald Dy the company tha avexts those bond 8 op 
xpath each side othe rasction Is the nr image of the other Whe 
‘00 dscasson of bond investment hit poi sus fo motes tha We c- 
ih same aumerclMustacion we began a this chap 
tum pu attention now to accounting and reporting for investments referred to as 
es vallable-fore” and "Waking secures" These include imvestmcns in deb o> 
ha ar ot classified as hel-to-matrty and equity soe that have redid 
le flr values. You'l sevice that, uate eli-o-matrity secures, we report, 
ci he oter vo categories a Ue fae market Values. 
2s} piesa description from recent anne rpor of ow Unite Commit 


Jy, al investments are intended tobe eld tasty. Whe an investment 
beheld forun unspecified period ef me, we casiy the investment a ether (a) 
svallale-forsle” (“adi seeanics.” The wang seeuitesxlegny cor- 
‘nian other financial insitions who fegoenily by and sell securities 
0am profits ahor-tem changes in price. On te fhe hand secur ava- 
i tore general classification that ices al avestments ther than wading 


Securities Available-for-Sale 


“When you ee I ay stock a corporation, say Coca-Cola, 
swe hope the maket value will ue before we sei We 
‘lo might lok forwant to ths cath dividends Cocs-Cola 
[ays ls shareholder every three months. We may even 
hve ily defined entra for when we plan 0 sel the 
sock, or we my intl fo wait apd se what happens {3 
“market pices. In either cass, ow investment is availble 
{osell geen the ght combanation of market factor cd 
‘our own cat suation. Se often, 100, with companies 
‘sho invest in the secures of oer corporations oF 


Puna atures at neg 


aovermnsnalenitss. When 4 compan seguir an investment, not for an active 


For the secuniies including any bree fen. But them, when balance sheet 
thi typeof investment site up x Sow wo ls fa vale or marked fo market 
‘Be save vo notice dha murk-to-market accountng sa departs from hit 
which the way most assets ae repored i lance shets. Why the differenc=? Far 
investments, fir vale information is ore relevant than far ther arsets nerd 
tote used in company operations, lke falling, led ard equipment or fr lave 
‘ne held re maturity "Fox instunce, conoid at investment i debt As ines rs 
ally the fir vale othe Tavesuriens wll decrease or increase. Maver nf ac 
less relevant if the savestment i o be hel omar the mvestoefaceives Yh cee 
traced interes payments and principal a stu, regardless of changes in fit vale 
Js similar changes in the (ar values operational asses, typically Send 1 be 
troughout dir produesive ives. 


As just angued, market yaluss and changes in market ele ate les elvan to | 
who will bold a security to its mamsitysepardless of value changes. On te ole 
investments of unspecified length, chavges in ako values, and thus market 


‘est in long-term or short-term securiics, Accounting for secures svalabe ke 
Semonstratd in Mlastation 12-2. 


coaores 12 


‘oF Investment. The joumal entry o record te porchse of investment seev- 


Rlevenue. The jours emey to yeend the cash ores is: 


of Investments. The journal entry to recon! the sale of the ABM Coepeation 
Ps 


‘oF Investments, The joumal etry to record he purchase of investment seeu- 


ne. The outa entry ads the investments no ilastaton to fait market 
yearend is 
Siomtions) 
‘uaa for Sele Socurtion 
ington industri shares 
atl Corporation shes 
Tele 


Ad nvontment 
Secrties afe iti 
roeersed tee 


02 p 557 
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acl invents sd ibis 


[Notive that we record the increas in fair value indirect by debiting a valuation asc 
‘air val adjustment, rater than diecly biting the investment account isell 
Securtis asiabie forsale ‘50 

Phas: Fe au adjust 


‘The ther half of the adjusting uy 16a shareholders” equity account, net uae 
hokling grins or oases, The reason fortis is explained in the nent section. 


‘taining securities during period of price clange are nor ince inthe 

income forthe period, Instead, they are accumulated and eportad aa separate 
‘of sbarcolders' equity as part of Ob Comprehensive Income, Tha is an unrealized 
ing gain would jncteaie shareholders’ equity; an unrealized bolding loss would dec 
shareholders” ely. 

‘By definition, these secarities ar no acquired forthe purpose of profiting fom 
‘erm market price ebanges, so gins and loses from bolding these securities we 
change are not considered relevant performance Measures tobe mcs in earings T 
In fact, the argument made by the FASB. A by-product of this Westen he 
‘earnings woailty that would come fin adjusting eas for guns and Mss 
‘veut Opponents o this view areve tha: this amounts form of "income smoothing 
lessens earings quay, Thi counterargument suggests that period gis ind oe 
holding secures during periods of charge n market vale we, ded, eleva 
ofthe performance of management that can tis diseretion, choose whether or Ht 
lac the gains ad oses by selling the secu 

‘On te 2006 tance sheet, investens aallable-for sale re reported tt he fair 
the investment secaritos ($35 + 19 = $4 millon, bu the et worealized holding 
= 1 = $4 million) isnot reported in the income salenent. stead, i's reported ne 
tance sheet asa separate component of sharcholiess equity, specifically a puto 
Inte ater comprehensive income, 

‘Comprelnsive core, ab you may ev fem Chapter, fa more expansive view 
change in shareholders equity than tedisonl net income, In fc. encontpases ld 
|mequty het than from transactions wi mers Se, alii oe nce 
sivelncome incl ap to four other changes inequity as ncated in losraion 12-24. 


‘Tannen oth noon pemy rota onan pana aoe apy 
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pst on financial sees ofthe transactions in Uhstraion 12-28, 
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Iusteanon 12-28 
Reporting Scares 
Desist for Salo 


Invests in 
‘Secures Avaabe for 
Sale Cece Systems 


In ation wo eponig the anwealized holding gains o¢ loses that suri the cue 
porting period $4 milion inthis instance, we mus als repr these amounts cn cata 
Duss inthe Dlance sheet. Tiss eonsistont with the WAY We Rept et income dd 
feammings. Comprehensive income includes (a) act income and (b) other compchensie ie 
‘ere, We report net income thal cris inthe cunentteporting pero i the incon 
tment ar abo port accomlated ve come (at tsa Dee stated dividends inte 


Individual securities available for sue are classified ay either curren or noucues 
depening on how ong theyre kel so be held An example from the 2008 annual repo 
(Cisco Systems is showa in Grable 12 4. 


‘ra loses on ers vestments are included at aeepaate component of acsumsted 
he compere came, net of oe 


2 mvestments Gn part) 
The folloing tables summarize the Company's beaten Gn milbone 
Gross Gross 
‘Amertisod Uneuaieed Unreaized 
July 31,2008 ‘Gost Gane bossa 
Raed income secures: 


Usgncmmmtroteand ions $4408 89 ta 
copes teria ed 
Saraebepstooy om 
npr! oe sree esti 
Talledico mens Ua a 
ty ads arate =o 
in ie ep 
oe 


Short term investments 


‘cumpren 12 
Adjusted to Fale Value. Ts sce In woe the wile 


earnings becous it st ye realized hy selling the 
Tove ent 5 ralon pans ecopted 3 wee ssc ao 


uent Adjustments to Fair Value. At December). 2807, the market prices of 


ne: Barlet Corporation shies, $16 milion, thd xd Induces wares, $46 


resumes 587 


568 SECTIONS Fame natrent and Labi 


‘Shareholder’ Equity 
‘Th $3 milan date ‘Accumulated Other Comprehensive Income 


[Net Unreal Holding Gina nd Loves 


ported fer 2007 as ther comprehensive income. Ht actually is eomposed of thre 
fn 


1 eto $3 lion weed os ren the drop ring 2007 a the 
‘olue of he Bartle shares ror the 59 milion Far value lst year to the 

{3 rillon va now). FS) 
2. 451 milion unrasized gain om ths Incressa during 2007 Inthe value of 

‘the Eade shares acated the yor (hom thal $85 maton cos thar 
‘errant $48 mon sae). 

45. A alasteation adjstinent the “avers f the $5 milion urrelcnd 

‘hin reported n 2006 onthe Milington shres reported epsn tis yor 25 

‘Par ofthe gain ealaed when tha shoros were sla. 

‘Other comprehensive income for 2007 


el 


Components ene and two are relatively initive. Each vepesents x change inthe fae 
of American Capital's ivestnent potlio wile holding secures avallaba forsale 
2007 


‘The tht component, however needs Further examination, We aw earer tat a $S mi 
realized holding gun was epored in 2006 on the Millington shares came the 
ad sen in value from a $30 elon cost v0 $35 rion atthe end of 2006. The 
nceaed in valve awaee St milion sal were sid during 2007 for $36 milion, snd 
nn recorded forthe env $6 milion inteas im value bocaus that vs the amount 
hemp the sale a the sates, Rell hugh, that counprehensive income includes 
net income and other comprehensive income. Net income 2007 chad the $6 m= 
ete gain. However, $5 muilon of hain already hos bee repre in compre 
comes an unrealized holding gain im 2006, ts at double-counting” Yes 
of by reducing comprehensive income bythe $5 mulion porn of the 
realized gai tht leady hasbeen reported. That's what the hid componeat dest 
hi year's compuebersive income by he aroun th vas ropoted ast Yeo Kee 
ing reported ice. 
‘Tisadjanen takes no addition aeton. W's somatic accomplished each period 
We compare the cos ofthe portfolio wit ts Fair value Remember, we compared the 
lion cst with the $62 millon ut value o sce that lances in the Fs valent 
i the ne unrealized gains and esses acount needed to he a negative $3 ill. 
hat wit the postive $4 malion existing halaneos indented at we nested he 
ion reduction. As shown abwve, that $7 mulbon aleady dacTudes the S$ milion 


hststion 12-2, we simply feportd he ttl $7 millon nogaave oher comprehen 
noone t's common practice, though wn separately rept the curtent perioasnetun- 

iiing gains oF loses andthe ajsiment forthe reclassification of presiusly 
olin gains and losses.” Doing so wold cause cur statement of coxrpchensive 
pear as follows: 


of lavestments, Occasionally he fir valve ofa security wil decline for 
"rasan a's judged tobe “ther than temporary” Fr iastanee, a bankrupt file 
nate a Gepradation inthe creditworthiness ofthe see of Bonds. An investor 
the bonds a an investment might conclude that a dcp ta the marke peice of the 
san oter-thaneanporary male in hu ea, wen the investment arte 
Fr ale. the amount ofthe wits shoal be ete as tough were are 
os (weaning it’ acide in income forthe prod). Aer the ote than-erporary 

he noma eaten of welled gain ses rune tht cage 
nila rpored separate component of sharsholior eq, kn the 2002 furth 
"Tsas Instruments recorded a 63 milion write-down of investment assures 
 adecine in muet valve the company considered other han temporary 
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Shaded sovare o | 
‘the $5 maton 2008 


2350? vealed goin 


Sey 
Ceemthwogh ie 
Sei hae been 


a7 secniowa 


1 103 Some companies primarily financial nstons—scsively snd feyueniy by and lw 
‘ucts expecting 10 eam profits on short-term differences in price, lnvestmeots in 
‘equity securities acquired principally foe the purpose of selling them inthe ear tm 
Ting sects relies trading eewites, The ong pro on rang sxe general 
tag sree lr be 


Famtmon topes The approach Use to account for wading sours difers from how we acount 


‘hompes. ‘auitiesavailable-forsale e.one major respec. Specifically. we report unteaizd hl 

Holding gain ac 

Jones for odin 

‘cri re cle 

eRe ‘sees in that endeavor Fo that reas, is appropeate to report these being 
‘osses in earings fr the period of change, even if they haven't yet been realizes 
‘sil ofthe securities. To se how, t's oy our lustaton to assure the in 
‘curitcs we considered cartier in Ilustraton 12-2 are wading securities, ates tha 
‘peailablefornal, Consider Mhsration 12-1 

wstancn 12-3 

Investments in 

Wading Sects 
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‘oF Investment. The jourmil entry wo record the purchase of invested 
is ecared in precisely the sume way for wading secures as for investments elas 
fi as available forsale: 


Revenue. The journal entry to vecord he ca interest is: 


ot hvmsteents, The joule oes te sae he ABM Corporation 


‘of Investments. The journal enry to recoed the purehase st 


lnvestments to Fair Value. Although its eocepable to recon the changes 
ae diet by debiing a Valuation account as dl the previous sect ot 
svallable-for-ale, companies that inves in tring secures typically do not bo 
he nvesiments tm aver quickly. Instead they recor fair ale adjusiments directly 
nvosment accounts a demonstrated inthe Following journal enti: 


ieee in reporting trading secuiies a opposed a securities aalable-ore 
tn por ad lg i res part sare erg 


Statement Presentation. For irading securities unrealized holding gains 
sie huded in earings of the period the change in vale ccc Inthe Bale 
se ioyetenty nv a ilastaton ate reported at the oi valve of the ivestieatse- 
(635 + 19 = $54 millon), and the net unrealized boing gain (35 mil 
epi in the income itement. The 2006 Financ statements wil ince the 
showa in lsitation 2-30 


incom enced 


| Saag svest 
Canad os operating 


Classifications —feld-ovmaturity,waiatle-forsale, orang. At cach reporting 
‘appropriateness ofthe classification is reaseessed, For instance, if the investor o lo 
the ability to bold c=rain Secures 10 maturity and wil now bold them for resale tows 


curities woald be rectasifias, When a security is reclassified between two repating cl 
ipvies, the surly i tanafecred a ity (aie Value onthe date of transfer Any 
folding gin or los at reclassification should be accoumted for in a mane concen 
the clasification ino which he security 18 helng iransferred. A summary 1 poi 
Graphic 12-8. 


Reclasificatons are quite unusual, 0 when they acer, delosure notes shoul. 
she ereumstances tha resulid inthe transfers Other fonmote disclosures are Sse 
Tater section, 


Services Inc. offers a yrety of husines serves, inching nancial services VARIOUS 
‘rob is esctow vision Diversified entered ini the flloving iavsstmen activities dur’ INVESTMENT 
te lst month of 2008 and the fest week of 2007. Divesfed's aca yea endson De- SECURITIES 
tener 8). The only seeaiis held by Diversified at Decewher | wece 12 milion comme 
sf Shelby Laminacos, ne, purchased in Noveatber oe 8 milion and clsifed as 
befoesale 


Purchased $80 lion of 12% bona af Vn. Anemint Cxporation snd 
524 rll of 10% bonds of Easton Waste Disposal Corporation, both at aco 
‘aloe aed both tbe ol url ry mata Ines on ach bond a 
Poyeble somiannualy an November 30 and May 3) 

Eald oneal of the Seb Laminations commen sar for $25 mon. 
ceived cats cider of $15 millon tom the Shay Lamina common 
are 


Purchasad US. easy bands for $5.8 mifion as adlng seeuies hoping 
‘eam profs an shoretarm diferencat pies 
Tocorded the econaty edusang ety) relating to the emer 
“Theyearend market price of the Shelby Laminations common stock was 4.25 pe share. 
si ales ofthe bond investients were $12 millon for Vince-ill Amusement Corpo 
and $20 million for Fart Waste Disposal Corporation, A sap ese in short-term i 


son the las day of the year caused the fir value of the Teasiry bonds 10 fall 
alien. 


Sold the remaining Sheloy Lariatone commen thee fr $26 milion. 


te appeopriat jour entry for each transaction or event and show the arson tha 
repo inthe company’s 2006 income statement lative thexe Investments, 


Soumon 

1 archatod $30 milion of 12% bond of Vines‘ rusement Corporation and 
‘38 run of 10% bond of Eater Wisse Denon! Coreration, bath at ace 
‘aloe ar beth 0 be hale uned they rare. tore on each bond ae a 
prycbie semiannaly on Novernber 30 and May 31 


4 Sd one half ofthe Shelby Larinotons common shares for $25 millon, 


SECTIONS Forel nse and Lables 


ec 30 Purchased U5. Treasury bor 55.8 milion as racing secu, hosing to 
‘sm profits on shorsterm eilorances in pices. 


[Dec 31 Record the necessary ating envy) eating to the investments. 


ete Scr han my eta a 


Reported inthe 2004 Income Statorent: Sinmiord 


Invoetment revenue ($1.5 + 05) 0 
Gain on sl of rvestrents Sky) 10 
Unreataes hod ott an investments (aing aanutes) © 
in sla ing it te Sy Lan sree hn hae 
{Rie Cpe etc tle rats err sy meee 


2007 
‘lan. 7 Sd the remaining Shelby Larintions common shares fr 24 rion 


Financial Statement Presentation and Disclosure 


ic ieee lego Ut ee ac peg 
po the statement of cash Rows, inflows and auflows of eah frm buying aid 
using securities typically are considerd operating activities because for com 
‘outnely wansoct a tading secures (Fanta nstuticns) adn i those soa 
stitules an appropnae part of the companies’ normal operations. at because 
‘mafuniy and avaioble-forsale secures ae nt purchased and hed pinipally oe 


Syren stg nt etn ie it 
Su Tah 


uoren 12 


ar em, cash lows From the purchase, sale and matuny of these seein ate come 
investing activi. 

_ veins should ilove de following in he cietosue noes for each year presented: 
Asrezue fa vale, 

eos elie and uncclized Holding gain 

‘Goss elie ad unrealized holiag Loses. 

‘ang in net unealized ling gains and loses. 

Aerbad cst hans hy aoe secur type 

Inoration about maturities sould he reported for de sures by discos the fai 
aot fra us four matty prouping: (a) within | yea, (Daler I year through 
(6) afer 5 years throgh 10 years id () afer 10 years" dislesure note For 
52004 annual part (Capi 12-6) proves an esl 


iE EQUITY METHOD 


company invexs nthe equity securities (primarily cormen sack) of anober com - 
he investor ean benefit either (a lireiy through divislends ae market price ap 


ino () rect trough te retin of desirable operating relationship wat the 

‘The way We report 8 company's investment the siock of another company de> 
1th ature ofthe rlatonaiphctween the inves the imveste. 

purposes, we ls the investment roktonshp in one of hse Wy, end oe 

ie investment diferenity depending onthe clasiieavon, as sven i pts 12-7 


ced he fst clasiticon in Part of his capo Now, lets tum a ten 
te second clasification the equity method, A dea discussion of the thin cla 
jn eonsolidated financial lalements—in heyond the scope of his book, Ths 


576 SECTIONS Func errors and Listes 


liscwosion often fsa major fcus of the advanced nccounting course ois might 
‘te consolidations coe, Ka this chage, el bil overview de subject only Wp 
perspective to aspects ofthe equity meted that purposely mimic some effecs ofc 
ton Let's do that now, bee addressing the specifies ofthe equity method, 


How the Equity Method Relates to Consolidated 
Financial Statements 
1 comp ene owe hon 5% of he Ying soc of anote company. is 
beam seat Reems by vg fice shee te eve actly can 
theanpany sguired. The aver feted tas he poet he nveee fe ctatf 
‘tr: For epoting papas (lon opal) he ea 6 sas 
Stored to ea sitle epring erty an thr fiancee re Comte 
Sima conn w gprs ost nes ade subir eps 
femialiteoee Hoe: teceaa el Oetececling oem poet ol 
Pottoman 
comtdeed tract PCSaetidted final statement combine the spartan sateen of 
Stored ey andthe ubidary cach pers naa singe ageepie ht of Binns Aten 
gre"? there were only one company. This enjails an item-by-ilem combination of the penest 
Sitaram bid samen eres ell ting any ate tht sad ye 
anc statements)" For stance ihe pret bas $8 milion exh a heb | 
Te senses $Similon cath te consoled balance sheet would rego $1 milion es 
SSopmayemntae —* Noapecsaf heconceatine ross ate of pace eet os 


‘Sicrance Bete dhe tht ditference reco as an inte atet—pol! Wel reir othe 
Price and hese tw aaeets hen we reach te pst in aur dncwiom ofthe equity melo when 


Fre inmces intrest xe ly nites npmy apes pal coma 
Senter e en ney eros whee treme anteater ea 


significant iatluence over the operating and Financial plices ofan investes. 


What Is Significant Influence? 


164 When efetive conto iv absent, the vest stl ay be able io exerelse anit 
nee over the operating and financial policies ofthe Investec, This would be te coef 


[nfucnce over she sires. Wher significant infuence exss, the investment should be accounted fr 

SESE SOAIT%. wily method. Ir should be presumes. the absence of evidence to the conta, 

Shineimestesrvmg Investor exercises significant influcice over the invesiee when it owns between 
“Sh of the nvestce' voting shares = 


seogaare prope opr ea ee 


Sep cf peg ttt opted eet 
il ype of single entity (0s if he two companies vere vnc company) However, 
xt) rhe the vesor ds ncade tae ial sateen ems of the 
ea. en-byitem bass abi consolidation, Istea, the snyestor reports is eguity 
evinthe invesie a single investment acount 
nr be uty method, the investor recognizes Iavesnen income qual ti percent- 
‘pare ned on stock ownership) of the net income eared by the inves sar Ua 
emo of thant income recived as cath dividends. The aioe for thi ppreet s 
eamption of the equly met tha the fortunes ofthe investor and iaveste are sul 
ininwined that asthe invest prosper, the Investor propers proportional. 
feel ase invest earns alton tases, the inventors share of Wise 
mae 


Ini te investnen is ecomld at cost The carrying ans of this investment sub 
as 


The lovestera 


sroeans tthe 


uetnanon 12 
Expy Method 
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racial erasable 


‘+ Incwaed by the investors percents share OF the ingestee's net income (or decreed 
by it shat of loss. 
+ Decrease by dividends paid, 


{Let's look at the exampie wn lstaion 12-4 


Janvery 2, 2006, American Cepia Conporntion puachased 25% ofthe outstanding con 
aperaele atoimlion te wlonsy teams 
abe ensng Eben Momape Cprtcn tn 


wal Sinmiions) 
Not oeets a sequiiton* 

Fae vl sé00 
Book vale bauniant 
2004 net cere 109 
12006 dvidands deciared and paid Es 


ee sei patie geo vte ty Seana 
Pane epee gratin evel 
Sees eraceae : 

initial Acquisition | Ftd 
peti tyson tos 


Helos satin nccoman aC Cecrageeiay 
shan of net ecome reper by he rvesine 


ibuten ofthe emt nett neat 
‘zara gsiy ren tn nt ane ecg properonse, ma 


Further Adjustments 


When the invesir’s expen to sere an investment exceeds the book value of 
deriving net asses acquired, addtiona adjustmers to bath the investmedt account 
‘esument revenue might be nzeded. The purpose 6 t approximate the 
Cmslition, witht actully censoivdting Financial statements. More speci 
the investment aceunt ad ivestmes ceveibe ae adjusted for diTerences beer 


omrren 2 


reported by the invesee snd whit hat amount would ave hen f consolidation pro: 
‘ues fad been oliowed. Let's look closer af what hat mn 

“As mentioned ear, esol nani statements ea the segue company's 
sth fir market Yaluesrather than their book valu and () geod fort excess 

ie scquiivon price aver the fai valve ofthe ideufisble ne ans. segue 
Theft ofthese wo consequences of the convolkation erveiss usually hasan eect on 
and ith jaeome ean tha wef eres in we oping the uly met, 
inereming weet balances dst at ves sally Wl reli higher expenses, For 
i buildings equiprent or her depreciable assis rc wate upto higher valves, 
av cae wl be ihe ding tic msn sel es: ew he 
cof inventory is increased os of goods ols wil higher whe the aver 
itll however as nl asin eve een boone we St 

and. 

“One oer hand, recording poodwil will not resol m higher expenses, Galil isan 
asset, ba one whose con usualy a not chard earings." a consequence, 
of ipreasing tet balances to fir value but not cron fodwil, expenses will 
nino wil fal Wi this egatve effec incon: the equity meted seeks 10 


‘cal hat our illsration proves the following infocation separ Embassy Mes 
Crp’ et wat tthe ine Arca Capa Copration pes $20 rion 


fit market value is atributable vo depreiable ass having. ir market vale i 
der andepreciaed ost and (the remaining thi ateutabe to a ving & 
kt value in excess of ts cox. We ca deter poi o these differences iat 
Copal pra with ts $200 million iavesunen ad therefore, any ado! 
(oe exponsed as shown in Graphic 2-4, 


ln Groh 12-8 that American Capital paid $200 million for Kectifiable nee as- 
S130 milion, andthe $89 milion siffrence saya t gel Sia, 
se aet assis wor $150 milion have book valve of only $120 milion, and 
th $30 lion dference fs tribwiahe to undervalued depreciable assets ($20) 

a la (10 lon) 


Fe ses py tty pte 


secnons 


‘assct ave an average remaining usel feof 10 years, and are being depreciate ty 
Straightline method, livestmentrevenic and the jvestment both woul be reduce ty 
Iegative income effect ofthe “ears de~ectaton” he higher Fair vale woul ease 


We would need io recor his asim nach ofthe next ine years well since te 
rage remaining use ie 10 yess.” 


[No Amortization of Land. On the contrary the remaining $10 million diferene 
teen the book value ofthe net anscts sa hee Fair market value has a9 eect. eat 
‘Unlike buildings and eguiprew land y nov an asset we depreciate. As a result. wag 
the tnd from book valve to fi valve (as would occar in consolidation) would nx 

Iigher expenses, so as we mimic consoldation here a be equity method, we have m0 

toradjustfnveamen! revenue othe Imvcsiment in equi secaiies. 


No Amortization of Goodwill Kecall from Chapter {1 that goodwill, une. 
‘ther intangible asset, should not be anortzed In tha sense, goodwill osembles fa 
Ponses are unaffected by whether goodwill is recente or not So acquiring goodvil 
rullion in our example) wil wot case her expenses, so we have no ez aj 
ment reverue othe Investnent in equity secure. 


Reporting the Investment 


“The market vale of the investment shares atthe end ofthe reporting period is at 
when using the equity method. The investment account is reported tis oxginal ca 
‘teased by the investor's share ofthe ines net income (dusted for aditon 
like depreciation), an decreased by the poron of those earnings actualy received 
ends. In other word, the investment account represens the invesion’s sare of 


When the investee Reports 2 Net Loss. Our illsation assumed the 
carved oe income: I the vente reper ane foisted the vest acca 
te lereated by she investor's slate ofthe lnvestee’s et loss (adjusted for 
expenses 


Pele somtaporryesereienarieinttorentner torent iret ee 
‘Rrtmmay nd emey sy nani reat Scape te 
‘omy te pea ee a 


= 


the Investment Is Acquired in Mid-Year. Obs/ouly, we've simplified the i. 
my anuming the avestnet was acquired tthe eyloming of 2006, etal fal 
nce, dividend, and amortzation In the more likey event that an investments ac- 
sencime after the bevinning of the Year. the aplication ofthe equity method iseas- 

aiid inclde the appropiate acti of eacb of howe ammount Po example ifthe 

nn our Mlustraion had beet auined on October | rater than January 2. we 
simpy record income, dividends and amor ation fo thre month, of he ear 
nou rel the Tllowing adjntmens wo de ivestivent aceon 
Invesorent in Equity Securit: 
‘Siamiions) 
Ga 0.00 
Shae af ncome O25) 6.5 


1.80 lf Sidon 
BU» $2 Depreciation 


investments in alfiined companies for which it exercised sig- 
cinvnce using the equity method ws shown in Graphic 12-9. 


If Conditions Change? 


rom the Equity Method to Another Method. When the invest's level 
stanges, it may be necessary to change ffom the equity method to another 
“his could happen, fo instance if asl of shares snes the vente’ ownership 
wl rom, 29% to 1%, esuling i the ey method no Tonge being sporo- 
example is povided by Spr which x Februar 200] agreed io end its ex- 
ligoee wih Earth ink and relnguised ts season FarthLink’s beard of dretore 


your ae wated 
{the clon ofthe 
‘earthen hon 
‘hed the ertment. 
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AAs a result, Sprint discominved using he equity method for is investment in Ean 
‘When iis station happens, madres ade to he remaining carrying et 
‘investment. Isiead, tbe equity method (ssimply discontinued and the now rmetod aed 
‘om thee ca, The balsnoe in the investncet account when the equity method is dco 
woul! ere the new cos bast or wing she umvesiment up ar down to market value 
(he neat tof Finan terete 


‘A.Change from Another Method to the Equity Method. On the eiher hand his 
change ro dhe eulty method is wppropriat, because the investor's ownership inten 

{rom 15% to 25%, the investment secount should be retowetvelyadjusied tothe balan 
that would have existed ithe equity ma always hal boen acl As incor lan wo 
have been differen, retained earings would be adjusted a well For exanpl, shri tk 
determined that a investor's shee of saveree et incaine, reduced by dividends, wa $ 
million during a petiod when the equity method wes not used, but wiational purines 
share cause the equity method to be appropriate now. The following journal ety ned 


poplin paterl 
‘oid be eased by 
the nverors chars of 
the wndtbuted 
‘orings in years pier 
ae {mn ation to the adjstment of account balances, financial statements Would Be 
oe {tw te equity method for each year reported in the annual report for comparative 


‘rie om the statement of retained earngs asa adjustinent to bepioning retin 
‘OF the earliest year epore A disclowire noe luo should desribe the change 
counting changes i described in more detail in Chapter 20. 


IF AN EQUITY METHOD INVESTMENT IS SOLD 
‘When an investment being repaned by ti eulty meth old, a ain or loss is 0g 
A the selling price is more or Fess than te carrying amount (book value) of thei 
or example e's continue oor illustration ad assume American Capital Craton 
its investment in Embassy Message Corporation al the end of 2006 Fr $234 mili. A} 
ral enry woul! recta» gain as Follows 


Concert REV 
Tue Eauiry Delta Apparatus bought 409% of Cay Crating Cops oustanding common shares ada 
Merion ary 2.2006, for $540 million. The carying mount of Chay Crating’ at asst | 


out) a he pch ate led $0 milion, Book vv and fa vale 
= 
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ral nancial Sateen les except Fr inventory 2 bling or whit val- 
‘exceeded book values by $25 milion nd $225 milion. respectively. Al inventory on 
a the acquisition date was so durtng 2006, The hulings have average remaining 
ives of 18 years During 2006, Clay Crating wep nt Inconne of $220 li and 


1, Among investing etnies nthe stalement of cashflows 
‘opue th appropriate journal entries daring 2006 forth investment 


ieee 
an ee) 
sama | 
“Seren $0185 xs0m1 
som an- sao | 


Undervaluation 
‘linidige’ $90 18225 = 40% 


he ous hat Del Apparatus should epor ins 2006 financial 


‘Anan nvetment nthe balance set 


Invecement in Cy Crating Shares 
[Simmliona) 
Som 40 
‘Shore income 88 
32 Orviconds 
10 very 
5 Ridge 


S04 SECTIONS Frm eters and bes 
As investnent revenues inthe incone statment 


$88 milion ~ ($10 + 5} milion = $73 milion 
(share oF income) (aastment) 


©; the statement oF cash flows: 
‘Among imseating activities: $540 million cash outiow 


+ Among operating etvities: $32 mallion cash inflow 


DECISION MAKERS’ PERSPECTIVE 


‘The way ne avon fr vestments as conser npaton hah te ato 
oats nd income dermis. Conese st rial at bth manger 
ver decston mikes ler anderson tone pcs en! make enon a 

Managonal decom comeemng mince meter eprint 
sity af factors. Shoe nvemen' in ively raed series econo 
bens, moran comnts, an terial sats 
2d ponfinancl rice fs se mol 10 ma st erm investment 
‘he ore of tempor de cash. Sobral portoos of lng tem cae 
fen inact wh mut Lop rg moan uns nested ne 
Sch Oceris ngh vest ong tern deve any naber of apering eat 
‘crating esate relatoshge with supiesoretnomers The ay we opr 
ten inennert inthe ack of scr cnpary depen treo the 
Seteentie invest the ete, Tot he choke tt byte ato 
‘deta mater 

‘By an rete wray We scout or an invetmont a ite on company’ 
fn On thorn. pit compas npet af respi ne 
Ona ty scout forinresrens For scp, spp ines Compny ts 
investee Company. Invent nt income 31 alt, Sapowe ao that rere 
ste me cain 8 vem Ts, eso reeves 20% $1 miloe 
$0000) Alo assim teal! vss ese Invent con 
insese by $2500 during the ee vesinent even neon nln 
‘re stment vane grey deeming om eth theives repr 
scsi secuity hel forse. oom nvetment accented oy the ety ha 
‘orinion i shown in Gre 13-10 


‘Nepean cameo ong arp carr eebanY eg tr once aa oe Pn 


SEN ee sane 


methods affect repored net income, Clearly, managerial inten plays a crucial rl in 
fying secures. This discretion insaluses the possiblity of earlays manager 
tlaion of iocome) whic has abvious inyplieatons far earings quai, As may 
‘would want be particularly wary ifthe method changes from ne year Wo the nest 


ae 


_nes have been known to adjust their ownership percent and therefore their method of 
“zou, suspiciosly in concert wi the puespnity of as invete 

‘Actually, he equity mathod was designed i prt revs the manipulation of income 
{sould be posible if investing corporations recognize sncume only wen eceved 
wan. even When they hae sgnieant efuree ner i vesaes. Th# Wow rete the 


Financial Instruments and Investment Derivatives 
/oanial instrument defined as: 
Cat, 
sence a an ownership fers an en 
ccc at () imposes On one ety an obligation Yo deliver cash (ay acount 
‘ard o anther anal istument and (0) conveys dh eco entity Fight wo 
fren cas (sty accounts fcelvable) or anaer Financ insrament oF 
‘Aeciac th (2) imposes on oe eoly ag obligation wo cca Gala 
‘nsguments on poteaally ufuvorabi sms (say the isc ofa ek optina) and b) 
yey second eat a ight w exchange ther financial istruents on poeally 
favonble terms (sy the holder fa ek option). 
‘Av enutely ew clas of naa ntrment fas emerge in rece at yeas in expose fo 
dese of fs wo manage risks. In fet, chete financial nstruments would not exist 
ow ight bate ben create solely to hedge agains sks create by esher financial 
‘By transaction thas have ett occur But are anepate. Financial fares, 
ac swaps, forward contiats, and options have become commonplace These fr 
struments often are called delvtivesRecause they "derive tel Vues oF Cony 
reid cash lows rom some thes security oe ines For insane. a option to 
sn ate in he Futur ax preset price has a value thats epeadent on, or derived from, 


Noe country reports is vestnemts exactly Hee we Jon the United Sates, Most 
sunt report short-term investments a lowe? of esto markt. Some. incuding A 
tia and bral, report at five 

‘Yet countries report noncurent investments other tha equity method ivestesd 


araon of is, but methods vary widely, rai cm unaiusted Wve cost 
tof market vol (New Zelon 

Hee, Ineratonal Franca Reporting Standads (AS 29) casi Inestments at 
feral. tang, oF elto-matunty as we don the U.S Avalabl-forsaie and 
secuales ae cated at Tar value and neater aed ses ate treated the 


sus secnon3 


The FASB ongolg 
inane atrments 
project ie mopocted to 
[scpoppecnend 
tenenech for 
Seong era 
ranch sremerts. 


Fence estrareta we isles 


‘managing risk. So maligne inthe press have been desivtives than 3 rvent comes 
James Leisenring, then the FASB's vice chairman, fcedousy defined a derivatives 
Tnvesuisent that lost rey thie you,” 

"Actual the FASB hat been involved since 1986 in a pre to povie a cos 
framework for resolving financial nstrmest counting istics, incl thon ele 
derivatives another "o-balance-she” instrament. Th final nsrments poeta 
tee sejate but related avs: lowe, recrition and measurement, and Gi 
‘between lables and equities, Unfloranately, sues to be resolved are extreme 
‘nd wl likely requte several years to resolve. To help fil th disclosure gap inthe 
‘ime, the FASB has fered a series of icmpenar. “patchwork” solutions. Teves i 
‘ly nthe form oF ational disclosures for financial instrumects, Moe resent, the 
hin tackled the ssbes of ecogition anc measurement We discus these reyuiremeati 
‘pen lter We've spent come ime With che measurement 840s ness 10 
‘scouting for derivatives. 


IA 5 


ow should you respand? Why are eld-to-maturity securities treated feet 

other investment sccuritis? (p62) You shoul expan hat fa vest he the 

tivetent and bity to hold the secultes to matty vestments de ere 

‘Safed 3 held-to-meatunity and rerorted at amortized eosin the Balance sheet 

tnd decrees marke value are no pared i the financial aterm, The ra 

thatthe changesare melon to an -ovestor wh wl ol 9 security to sms 

lessof those charges Changes inthe market value between the tinea debt ser 

ped an the day it mature 2 prstranged maturity val are mportant 

‘maturity an erative 

Win ure uoveaied gains and losses not reported on the income statement” (a. 

-aiable for-sale secunities are not aequitd for the purpose of rafting fom shor 

‘mart pice chenges, 50 the aquest med by the FASS i that gain and xs fm 

ing these securities wl prices chance eno! easideredyelevant performance 

te che in earings 

3 Wat ls comprenensive Income? (i 4) Comprehensive income is more eA 
ofthe change in shareholders equity than traditional et come fc, it nce 
‘changes in euity athe thar Fram tenaesinns with commer nation to net cone 
prehensive nome icudes up to You other changes in equity. 

‘4. Anticipate his next question ana eplain why Coke accounts for some of si 
by the equity method and what that means (a 576) When an investor does et 


patently Coke cus betmcen 208 an SOR the ving shares ome of 
Invests in By the equity method, Coe reognizes investment income na amount 
percentage stare ofthe net incom earned by thse compares, instead a he 

‘hat net income it receives casa dederds. The rationals that a the neste em 
ditional net asics Coke's share of tone ct aves erases 


THE BOTTOM LINE 


1. Investnent securities ane classifi fr cpoeting putes helt mtu 
for-sale, tading secures, Wan jesioe has the postive iment and aby Wa 
securities to maturity, investments debt securities are classified as hl 
‘nd reported at amortized cst i the balance shec. These vestments ae 
ost at hong pre eTocs Fr market price changes ae gone 

2 Investments jn debt ssl equity secs es that don fi the definitions of tec 
ing categories ae lasfied us avaisble forsale, They are reported at thee a 


= 
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Holi pains an loge fom retaining scerites daring period of price change are nat 
inclded i the determigation of income forte pio: they are reported 3 eparste 
“component of shared” equity. 
1 loveseat in debi oc exit Secures quired principally foc the purpose of selling 
them inthe near term: ae clase as trading secueics They are reported a or far 
sales. Hokling gains and loses for adn secures a nclodd in earings 
4 Won an investor sable to exercise significa in lence over the operating snd finan- 
cl policies of the invest. Ihe investment shou fe accounted Tor bythe equity 
‘ned Ually a investor can eae sjnifcan inTvence when towns between 
20% and 50% ofthe Invests voting shares 
‘iy te equity method, the invesioerengnizesingesnest income equal its peseont- 
‘age share (based on share Ownership) ofthe net incom eared by the invesoe, atber 
a the potion ofthat et ancome eceyed ay cash dtyslemde The myenment aezouel 
‘caljned forthe investor's perentaye share of net income reported bythe investee. 
‘When the investor actually receives dividends, the investment account is redveed 


cui, 

| Wea th ost ofan investment exceeds the hook value the undelying net assets 2e- 
sive bath the vestment account ae investment evenie ae ajuted fr differences 

owes nt income pore by the invest and what sat amount Wouk! Maye een if 

‘consolidation procedures had teen followed. 


|ER INVESTMENTS (SPECIAL PURPOSE FUNDS, 
IENTS IN LIFE INSURANCE POLICIES) 


Recall tht w pot cas fd is money seaside oconveniesty make small expendi 
sing cueney rather Hn having to follow the time-comuring, Formal precedes 

‘sed to process cheeks. Similar funds someimes are used pay imterest pasrol, 
short-term eed. Like pity cash these shor-iers special purpose fans are re= 
av cure assets. 


Ter imtance, to perioically we aide cash into Fn eign io ey bors 308 


o extabtish sch 2 fd 0 repay the deb. In si fashion. management might 
ychoowe w establish fund wo accumulate wo0ey > expand Faiie, prove ot 

owes, to buyback sare of stock. or any oer spel pape that might ben 
am accumulation of finds, OF course, these funds hs: won't he axed within the w= 
rang eye are noncurre assets. They are reported as pat of investments and 
"he sme entra fr clasying ecuics i reparns calgon that we cise 

ould be ose to classy secures in which Lumina invested, Any investment 
fo hee fund is epoted as wach on the come semen 


ments in Life Insurance Policies 


Aroqueatly buy life surance policies on Ue Hives OF dni Ley officers. Under 
ereumstances, the company pays the premium forth policy and as beneicary = 
‘wea the lice des, OF course, the objectives ta compersale the cae 

or the urinely loss of a valuable resource inthe eve! the officer des. However, 
eypes of ie inatance policies cam be wrrendere wll the sare il alive ex 
Tox determinable amount of money called theca surrundor value In effect, 2 


= 


Francol trent an Unie 


portion of each premitm payment iso sed hy the insurance company to pay orien 
nce coverage, but msiad s invested on behalf ofthe ined company in 2 Fn 
investment. Acconfingly, the exh sured vale increases each yearby the potion of 
‘miums invested pls nicest on the previous amount invested. Tiss simpy a 
tic of whole ie insurance, unlike term insuranes whose lower premium provide 
ene oy 

Frc a accountng standpoint, the yrioic insurance remiuey should mot be es 
‘nis eovirety Rather, put of each premium payment, the lnvestinet portion, seca 
‘an avset Tusraion 124-1 provides an example, 


IMPAIRMENT OF A RECEIVABLE DUE TO A TROUBLED 
DEBT RESTRUCTURING 


When 2 creditor's receivable becomes jopsied due to troubled debt esructaing of 
any other eason, the receivable is ranessured based oa the discounted present vale 
‘eatly expected eas lows at the Ian's orginal effetive raze (rgaries of he ex 
‘hich expected cash receipts have been kedused), 

‘When the orginal tems ofa debt agreement are changed as a result of financial 
tics expercnced by the deblor(borwowe, the new arrangements refered i as 
slebt restructuring We dicass tole debs restating much more dealin 

The events point here is that such an arrangement involves some concession ce 
pat of the rector (ender), resulting te impairment of the creditor's ase thei 
‘ment ina receivable, 


When the Receivable |s Settled Outright 
‘Sometimes receivable ina troubled debe restracturing is actually sete atthe tine 
restructuring withthe receipt of cash (ie 2 nomcash ase), or even stares ofthe 

stock In tha case, the creditor simp rosonde aloe forthe eiference here the i 


 Deameicabel apts Salter cach 
giro 


_Ascne of many posites. suppess the bark agers w (1) forgive the intrest seemed 
ut a2) reduce thew resin nienest payne fc Smilin each io $2 il 
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Current Liabilities and 
Contingencies 


LEARNING OBJECTIVES 


FINANCIAL REPORTING CASE 


Dinstuhl's Dad 


“Wy dacs conte” your frend fuze instant 
ptlaime atthe offae one morning, "You sc, 
‘are competing against eaeh other In that n= 
‘estment game {tld you about, anne his 
ot investments Sypie! Mierassems When 
eq dhe anal report yesterday aferno0n, 
hestarted analyangit. you >on. ely studying 
it lowly. Then fhe asked me about this part 
‘nee Buze poled & the current lily see- 
on ofthe tance sheet and reisted closure 
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CURRENT LIABILITIES 


‘Bef a busines cam inves in Anas ist mast acquire the money co py fori 
‘happenin either of v0 Ways—funds cat be provided by owners or the funds must 
‘owed, You may recognize this as description ofthe basic accounting equation: 
‘od owners’ eqity on the right-hand ide of te equation represent the Lo bases 
the astetson the ethand sce. You sie axes inthe chapter leading this ome 
‘willy owes! equity later This chapeer andthe next fur describe the vais 
‘hat constnute ered claims on» company's amet 


Characteristics of Liabilities 


You slady know what liablities ae. You encounter 
them every dy. The multibillion dollar national dbt we 
hea discussed alot ily sity of al of . Ose 
creo ae the individuals and fstvtins that have 
‘ought deb secures from (kine money 10) aut gov 
‘ernment. Similarly, when businesses sve notes and 
‘bonds, their creditors are the banks nv and or- 
_gnizabons that exchange cash for those secu. Ifyou 
‘repaying fora ea a a bom with monty payments, 
{you havea personal lability, Each of these obligations 
‘Tepesents the most common ype af fihilty—ome 0 he 


“Fier dF nme yr Ambit Cm PASS 


oe 
= 


cash and foe which the amount and timing are sos! by galy enoeeable 


‘Hoje to be reported as nity, an obligation ned pot be payable in cash, Instead, 
jy require the company to tanser cher assets x to pvise services. alo need not he 


|. Ae prohable, ure sacnifies of copomic benefits, 
2 Arm presen cg arr palo: uve seven) wt 


2 Result fom past transictons or events” 
‘ce hat the definition of Habit involves the presen, he fate and the pat Misa 


“tern the chapter we'll dscass several Habits that pase these characteristics bat 
emerts of uncertainty garding the aoa ad tint of payients and snes 
her existence. 


Isa Current Liability? 
ied lance set alii ar cxegored ier core iis o lng 
ate Ltn anc satoent hier yessticaton pve hors 


tec crete dea the amt Til underarm uses? 
ae sufficient liquid fuods avaiable wo py current) esturing obligations in adion 
current opening needs? Oris the due date comtortably in the Tae periting 
tobe used for ether purposes without risking defi cr without compromising op 
-effiieney? Clasilyiog liabilities as either curser long tern helps svexors and 
assets the rckiness.of a business's obligution inthis gar nti chape.we Fo 
cent abilities, The me! tree chapters adress stiles clase a ong te 
fen chai cure ae ans pte wit ane Yea wih 
ering eels, whichever i longer. This gener definition usually applies How 
‘snore discriminating definition idemifies caren abiliies aw thoue expected tbe sat- 
ih curren assets o by the creation of other curren ables? 
As you study the abiltesdscusted inthis chapter, you should be aware that practical 
usually affects the way current abilities are reported on the balance sheet Cox 
ibis should be recoded at their present vale. a other words he amt 
the presen alueof al anticipated future cash payments rxaling from the debt 
aly principal ad interes payments). This soe tthe te vals of woney* How 
in pratc, lables pyle within ove year era yar recorded insted at eit 
iy smoums° The ineonsisency usually is ncomsequreial ocaise the relaivey hor 
atrtyof caren abilities makes the interest or tie Value component immaterial, 
aot comaoa obligations report! acumen lables ace accounts pay notes 
sommereal pape, income tx Habit, acered ilies, and contingencies. Lin 
ied io mome tes ae the subject. of Chapter 16 We seus the ers hese 
“ne examine specific cureut lables, let's use the current Mable Of the 
eof General Mills, Inc and rolteddisclvure notes 1 overview the caper 
ride perspective om the liblities we discus (Graphic 3-1). 
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Grane 13-1 
Curent aber — 
(General Nile 


You may wan to refer ack io portions of Graphic: 13-1 as corresponding labile 
describe lac in the chapter We discuss secounte payable ad notes payable is. 


Open Accounts and Notes 


‘Many businesses buy merchandise or supplies on credit: Most also find it desiabe 
row ah From tine ta tie fo Fnance cir activites. tn this sexton we disc the 

‘ese borrowing activites create: namely, ade accounts and wade nos, bask 
ind commereil paper: 


ACCOUNTS PAYABLE AND TRADE NOTES PAYABLE 
Sajna mercenine n Account payable me pics uptirs of hchandn ro vce inl 
stout ctr} yen account Mot ae ei fer cn open aco Tis mew a ay 
coat ‘otc smart th ine. Because the tw onl pasten ure ee Cl 
— 45, or 60 days), chse Hbiltiestypeally are nonintecest-bearing and are repo 
face amousis At shown in Grohe 1-1, General Mii’ largely 
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sexs payable, $1,145 million. The key aecoumins eomslderations relating wae 
puvable are determining their existence ad ensuring tat they are ocordad i he ap 
accounting petiod. You wid thee iasves and earved bow ash dicount ate 
dang Your study of iventores ia Chapa 
‘Trade notes payable dif from accounts payabe in tht they ate formally reid About 20% of General 


here enh fromm tanh songs promissory vote (s= 
yan HOU), che fins Habit is repaned as roves payable sometimes bank loons of 
4mm borrowings). About two-thinds of bank loans fe shat term, hut becaune many a 
renewed, soe tad Wo esemble kamterm det. in fet in some ees we repr 
ss lng-te inning (os you'l see la nthe chapter). 

‘eye, smaller firms ar unable tap ini the major sores of Lag tert Bacio 
ue eceasay to provide for theireapitl vee. St they mst ey heavy on shor 
finareing. Even large companies typically ules shor term debt a a significant and 

‘component oftheir capital sructare, One reson thal shorter fad io 
fer lower interest ates than Jong-term deb, Perhaps nos mporant,corpostions 
fexbiy. Ava rule, managers Want as many frwncingsienatives as posible 


Lines: Usually shorten bank loans are aranges under an exating ine of credit tn of res alone « 
hk 0 group of hanks. These ean be noncommite or cvrmined lines of exe A 
Tine of cred formal greement that ermis a company 1 brow up; mou having 
‘exranged limit withcat having to fellow Formal loan procedures and poperwork 
mets requite the compart rains compenciting lance on depen ith 
ay, 5% ofthe line of credit! The 2004 annual resort of Kert-McGee Corpora- 
sates a sancorited line oer (Graphic 13-2), 


‘ormited line of credit x a more formal agreement that usually requires the fim to 
commie fee othe Dank. typical ama eommininent fe is ofthe taal com. 
fants Bunks ofen require stallr Firs 1 Keep coxpensting bala in the bank. 

eno inthe 2004 annual eport ofthe Walgreen. desches a conaite lnc 

esos in Cape 13-3, ‘ompennating balance, 
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the lenders money dung the er of hs Lan. You mgt think of he ites as 
‘si for using recy Tees Sei ero peventage tate be applied otk 
mouot he Kas, Because the tated ra iypicaly ian anaval ate when calculate 
leet er hom aoe we mst forthe atone sal pee 
spn. Ire on notes is eakalaied as: 

‘Face amount % Annac! nite % Time fo maturity 
‘This demons ia Mla 13-1 


‘mine the cash proces made available othe hornet the outst Fer example, 
‘ceding note cul be packaged 352 $700,000 noninterest bearing ote, witha 12% ds 
rate In that ease, the $2,000 interest wok be dlscounied at he owe, ater than 
inane 


[Nolet dhe amount borrowed unde this arrangements oaly $658,000, bt he 
‘st is eleulated othe discount times the $700,000 fee amount This eauses he 
‘oe itres ate tobe higher than the 12% sated ate: 


{$4200 Interest for 6 months 


‘Fra 000 Anna boreoaa = 828% Rae for 6 months 


(Memeo $0 we 4 


‘Tanwalze: 


6.38% * L216 12.7696 Eecive iret rte 


We studied short orm nots from the perspective of ihe lender (note receivable) in 
7 


[Loans Sometmosshoet term loan ae secu meaning a specified ase ofthe 
‘spladged a collaceral or security for he loan. Akhoush many Kinds of assets can 
Pade, the secured loans mos raquetly encountered in practice are secured by inven 
eorscun eciale For camp Col odes, Inc ics ee ch 
‘Swajr vehicle mapufacturers dschosed the becwod mows described in Graphic 13-4, 


ressvable. Somes, the reclyables actually are sold outright oa finance com- 
‘means of shorter financing, This called factoring receivables” 


Pde (beyond 270 cas the firm would he eguized tole a repitationstatemca ith 
SEC), lures ofan i discourned w te issuance ofthe nove, Usually commercial paper 
ety to the buyer (ender and is backed hyaline of ereit with a bank (sce the 
Hisclwute ote in Graphic: 13-3). Th allows he Uneest ate w be Hower (hs 
oan. Commer paper has become an ineeasing!y popular way for large compa- 

sora fede the al mnt having expended on fel nthe at decade 


The Arareil rae s becoming incressingly multinational Word makes have gown 
fanatical inthe last decade. The commercial unison af Euxepean counties the 
Inteductin of he Euro, and the al of communi in pomtons of Europe ane Ada | 

Mish cates ad syptoms of the heightened global of the capital marketplace. 
Companies wig a ec thetr exposure (be and io wien thelr oles oF tard= 
sures ae taking aikontoge ofthe breager opportuni the glbal envionment pro- 
2 Incrasngly, US corporate debt > daplaying » multinational dimension, with 
of financial poston often reporting short-term to intemedate-term loans in 
fife courts. Loans From eign barks that ie denominated im Glas are 
dE loan A foreign ears rqunty ave derinated he cure the 
Ss fang Bro, ad 29 on. When Teas mast be ep orig cures a new 
ok is traded, This beause i exchange tates change the mamber of dle 

[srry he Frey cureneytha ust be repaid ies om the number of dollars 

the forigncureneyBenowed. We decteshegng sgn ths ek expose 
evo chapter arin Appendin At he back of the hook.” 
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Invantory or accounts 
(esahstia chen are 
(ged a seco for 
‘Shortens: 


Coir dures, ne 


a1 secon 


eal nermert an Labia 


‘The name conmereial paper refers the fat that 8 puperceniticate tration 
sued to te lender to signify the obligation, although tbere ie trend toward ttl 
zation of paper sod direly tothe Tender so that no paper is created. Since comma 
|uper is a form of notes pryable, ecoeing its mance and payment i exactly the sme 
our easier stewie 

ia salement of eash Hows, the cas 2 company receives from lng notes 
nds as wells the cau ities wo repay the notes ar reported among cish ow fem | 
‘uncing activities, Mesto he other abies we stay i his haps are integrally ret 
‘oacompany's primary operations ad tas ae part af operating etvies, We sco 
sev tes the nest caper. 


Accrued Liabilities 


Accrued labs represent expenses sleady incur! but mit yet paid 
‘These Uniti are recorded hy ajsting enttes a the end ofthe tepurting peri, 


amples ae salaries and wages payable, income taxes payable. and ilerest payable 


ACCRUED INTEREST PAYABLE 
‘Accrued intrest payable ries in conneson with nots ike dose isc ws earn in 
‘hue (as well ther fms of de60. or example to continue Musoaion 1-1 ts 
‘se the sal pero for Aine Teclozies ends on Jue 30, wo month fi fe 
‘month acts sued The auc ofthe ot nerveningajunting ery, ae ote 
snow he recorded ax awn i ation 


‘SALARIES, COMMISSIONS, AND BONUSES 
‘Compensation for employee services cay be i te form of hourly wages, salary. co 
sons, bonuses, stock compensation pans, or pensions” Accrued abilities ars nc 
‘don With compensation expense When cmployee services Ie been perfor 
financial sateen dae, tt employees have yet to be pa Thee aerted expen 
Tiabiies are conde by adjusting etres atthe end ofthe reporting pexod, pri 

Ing financial ststements, 


Vacations, Sick Days, and Other Paid Future Absences. Suppose «firm 
too weeks of paid yacaton each year to sonsalaried employees, Sume take their 
‘during the year earned and are compensa! then, Some wait [e the compensstion a 
pense during the year eamed for ony those who actualy ate pad ha year forte 
‘When you reall what you've learned about scsrual accounting, you probably 
otherwise. 


‘Fas een Coe an ehh ee pan home mcg 
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Av employer should accrue an expen a! the related isbiliy fax emplayess’ compen 
‘sion for fare absences (auch as vacation pay) ifthe obligation meets four conditions. 
‘hse conitions. all of whieh must be met for accrual, te iste in Graphic 13-5 


‘i iheseconions look Fu, i's because hey we spy the characteris of a 
tity we discussed eater. stp to relate to a potential obligation for future abvences of 
(ples Also, be sre to recognize the consistzney of thes: conditions with azruing loss 
Srtnpeies cy when the obligation is hoth (a) probe and (2) can be resanably exti- 
‘ad, The suation is demonststed in Musiation 13-2, 


“Ths ity for pad absences usually ig accrued atthe existing wage vale rather tan at 
ciate tobe in Tet when absenccs oes” So if wage Fates averse the aie 
erveew the accrual and the amos aid incteate conencatom expense ha yeas For 
i ease all the carryover vacation time stake in 2007 anc the atu! amount 
i cnployees is $5,700.00; 
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Company policy snd actual practice shouldbe considered whon deciding wheter 
Fight to payment for asences hve he came by services aad ented. Com 
ilastatve station. Suppose scents ma private lboraory me eligible fox pid 

uotomary races ealsenery seven years Should aii he accrbed athe end Sle sh 

Sieuk.eesomideres_No-if sbdcl eave i granted onl (0 perfomn research beneficial to the ene 

SURGES? Yes irpust practice ndcats tha sca! eae ime to provide umes 
“pena absince for past service andor eomdtions are met 

‘Gasca an pace alo inven weer wnsed gh pal absence 
‘esi forward, Obviy f ihis es qayabl even employment is emma) 


han, fs customary that a particular paid absence, sry boiday time, cun be cate 
‘xankfemployers work of holidays, Us case a ability is aesrued fis protuba 
employees will be compensated in & fue Year, 
Interestingly, sick pay que een mects the conditions for acrual bat is specific. 
Acer ofc pay le cluded by SFAN 43, “Accounting For Compensated Alnence,” om svardaioy aera 
trees. bie exchion is becamse future absence depends on furre Ines, wich valli ta 
emit tains. Homever similar io othe forms of paid sbsences,the decision of whether a 
‘onvesting sick pay should be based on actual policy and patie. I company policy 
tom is that employees are pad ick py cren when their absences are nt due oes 
appropeiate a econ Hatlity for une sick pay, For example, some companies ro 
allow unused sick pay benefits robe accumulated and pal at retiement (or to bene 
Ii death comes before retirement), I eh condition 4s met excep ha he conmpary fi 
limpractcal to reasonably estimate the aroun af conpeassticn fo futue absences. add 
‘se ote should deserbe the situation 


onus plows Provide formance objectives designed to provide incentive Yo executives, The mos como 

[Sibimince mttertnen BANE meastres are camings per share; nct income. andl operating income, each bs 

ae by about a quare of frm having bonus plans. Nonfimncial performance meas, 
“usiomersaistaction and product or sevice quali slso are sed by about 13% of 

Somes sometines firms. In recent years, annual bons» have boon pining in Use 0 jt Fre 

‘ane te pins of but for aoamnagecial personnel as well. Unfortunately for empleyces, bons 

= the place of anual ates This allows 2 company to increase exployee pay With 
neatly locking in the increases in salaries, Bonuses ae compensation expense ofthe pes 
they are ened. 


Liabilities from Advance Collections 


Listes are create when amounts are received that will be retured cr rented 1 
Deposits and advances rom customers wad collections Yr thd parts arc cabs in 


DEPOSITS AND ADVANCES FROM CUSTOMERS 
Collecting cash fom acastomer ata refundable depositor xx an advance pupa 
vets or services creates airy 10 eta tbe deposit o 1) supply the prado 


Refundable Deposits. In sme husinesses it's typical to equi customer oy 
‘ssa deposit tht willbe refunded when a geese event occurs Yow probaly have 
‘ered such sitions. When apartments ar uted, secuity or Gamage deposits oie 
lected, Lily companies frequently collect deposits when service is bepun. 
‘deposits somezmes ae required on returnable continer, tobe rfunced wea the 
ersareretume, The situation ix demonstrated! in Mlastration 1-3 


‘Rar ney Rac ge 15 
"Sri spe abetan cate sc pat ht ee et 
‘Amana oe cnt ant oe Ne bah MO 


— 


ae en a Naa 


‘retuned. Deport coleced on contaners delved dura the yew were 
Deposits ae feteted F eontaner ave rat erred within one yon. Ninety Per 
fl he cantainers mere etre hin the tte tine Sept chee ae wie he 
ct af containers The any containers ear onthe companys ks wt 


‘3000 
153000 


Coa i een re era 


from Customers. Atte, businesses rege advance payments from cus 
ha willbe applied to the purchase price When goO are delivered o services pro 
Gil centficatet, magatine subscriptions, layeway Jepost, special cxder deposits, 


dine kets ae examples. These customer advances present lables uni the re 

auctor service is provided. For imstance, one af Ve largest abilities reported by 

gest Assocation, Tne sdeFeed revenue fx the sale of magazine SuPseripe 
(S45 milion in 2004). Advances sre demonstrated n ustraion 13-4. 


ite refundable depots, castomerslvances forfeited (Jor instance, git certieates not 
a) create revenue When they ae deemed oreted. Liability accounts produced by 


=> 


uvsteanion 13-3 
Fefundable Deposit 


Iuuysteanon 13-4 
Curtomer Advance 


Grae 13-6 
Diels of Acvancot 
{fom Customers” The 
New York Times 
Company 


tise represen atone 


ore) 


Saereehebiey 


Lang term tte 
Sobor dover 
‘sana by tema ot 
‘he coors ar 
‘auton of covert 
Listas 


‘customer deposits and advances are clussifed as curent o lng term shits depen 
‘on whon the obligation i expected oe satis 


COLLECTIONS FOR THIRD PARTIES 
‘Companies often make collections fo hi partes from customers or fom employes an 
‘enodically remit these amounts oth spproprite governmental (or other wits ARES 
collected this way represent ihiises vl ened 

‘An example i ales axes. For ilgstraton, assume state als an rate 4nd 
sles rte of 3, Aang the tx wo $100 sale creates a $7 Habit Unt the an 


Payroll related deductions soc as withholding wes, Seta ecunty taxes, employes 
surance, employee sontnbutions 1 rome plans and ion dace se eee cet 
bilities until the amounts collected ar paid to appropriate parties These pay 
abilities ae explored Further in the acpedix to the chapter. 

Although recorded in separ ably wscoumt,uecrud ibites usualy are comb 
snd reported under single caption or perhaps two aeracd ability captions inthe 
sheet 


A Closer Look at the Current and 

Noncurrent Classification 

‘Given choice, do you mppose mange weal per repo an biaion 
‘eat abit axa noncaren ay? Other hinge binge st we hae 
‘neuen’ lsat, The esto i ha mos Stina Cui (ik bank 
sand shareholders) ons deb ths payable cure tbe ethan i a 


fio (cument assetveurrent liailiies) Working caplial and the curent rato of 
‘esplicily restricted in foun commacts. As you stay this section, you should view the 
fcation choice fom tis perspective. That i, the question is ek 30 much “Whats 
should be reported as eueren ibility” bur eater “What amoast can be exclu 
‘lasifieaton a curent aity?™ 


‘CURRENT MATURITIES OF LONG TERM DEBT 
‘Long-term obligations (bonds, notes. lease lables, defems ex abilities) usually se 
‘lasted and reported as canteat abies when they become payable within the 

‘yea (or operating cyet, if onger than s year. For example, a 2-year bond iss 
{4 long-term laity for 19 years but normally i reported as a cute lyon 
‘ance et prepared ding the 20th year fit term to matty. General Mil repr 
rllion os longterm det as cures laity 200 (ace Grape 13-1, page 68). 


OBLIGATIONS CALLABLE BY THE CREDITOR 
“The requirement a classify curently raturing debt aso current Haility includes dtl 
‘is callable nother words, due on demand) bythe creditor i the upcoming yea (oe 
‘ng eycle, longer) even ifthe debt sol expected ta be calle. "Pe caren ali. 
‘ifeation ass intended to nctudescations in which the erator has the righ 
frayment because an esting vielarian ou provicion ofthe debt agroemen maka 
(Gay, working capital has allen below a contractual minima). This also includes 

‘im which debt isnot yet callable but wil he callable within the year if an existing Vi 
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“ot crecied within a apexified prac peril (lee it's probe the voli wil be cor: 
‘as within the grace petiod or Waived by te ereitor, 


‘Storer obligations (eluding the callable obigation we discussed inthe previous 
ion) that a expected be refinanced angles fass can be reported as aoncur~ 
‘ether han current, abies only if. coodibons ars me. The fm (1) rut ited 


cailiy wo efisunce ons log,er bass cam be demouirate by elec an existing ref 
ap apeernent or by actual financing prior to the isuasce of the financial salem! 
‘cxaple wil provide perspective station 13-5), 


eat cheb ting re onl. 


‘stares of ck had been issues wo refinanes the Bonin the usr, te Bonds still 
Ube excluded fom classification as wcurent iit. The specific form of the long 
financing cbonds, bank oars equity secures eleva when deters the ap 

slawiicaon. Requiring comptes fo atually desta the ashi Yo refinance 
orgie basi i adiion to metely amending odo avoids imental or nnten- 
tinersatements of curent abies, 

Ts inparant to remember that several wccks usally pass between the end of eom- 
fac year and the date the financial statements foe tat year actualy are issued, 


Events occuring during that period can be used to clarity th nature of financial 
‘elements a the reporting dat. Here ws consider reinancing egreements snd ste 
ties transseions io sport a company’ abt to refieanceon longer basi Later 
‘haps We use information that cares available during this period to dede how 
Sontingercies ae cept 


Cunrent “The following elect transactions clte tn liailiies of Southern Communications, 
Casunes {or portions of 2006 and 2007, Souter aca year ends oa December 31 
Required 
Prepare the appropriaie journal entries for these transactions 
2006 


July 1 Aranged an uncorrsites short fine of credit my Fest Cty Bark among 
ty $25,000.00 at the bank rire rat (17.55 yh. The company ily 95 
ornmtment fer forthe argo. 

‘Aug. 9 Recelved # $30.00 refine deport om a major este or copped 
rmeling cantaners used ta eorapor conmarveations equiprert 

et 7 Recehed mt ot the ming <antainers covered by th rafundable depos ea 
lator nat that the Gaatorcr wil eta cantare’ represented by 52.00 of he 
dopost and forts tat emit. Th coat of te forfeted containers woe $1.50) 

Now 1 Bombwod $7 millon cath om Fist iy Hole under the ine of eres wrong 
July snd eued a nine-month promianry note. terest athe prime rate oF 
“wat payable at monary 

Dec 31 Recorded appropiate sdusing ete forthe ebitis desrbed above, 


Feb. 12 Using the uneed portion af the cred ine a pot saved $9 millon a 
‘da pope and insued a sx month promieeay note. terest ne courted st ¢ 
‘sarc nia 10M dacount rate 


ug. 9. Paid the 12% note at mace 
12) Paid the commercial paper 3 natu. 
Sotution 2006 
fans 


seen ton way ard The indy 
Mattia Sotncedun keane 


CONTINGENCIES 


‘eee hat stings the contingencies we discs inthis part ofthe chapter frm 
Ne labies we discussed previously i uncertain as w whether ap obligato kelly 


Joel Motor Company's financial ststemens recently indicated potential obligations fox 
amis (shown in Grape 13-7). 


‘The sclosure indicates tht if certain cvents cceut, “very lange expenditures would 
Sal. Do these woatigencies represen Habliies of Ford? Certainly the Wabiies may 
‘ist on the date ofthe financial statements. But how likey is an unfavorable outcome? 
Nin rene amounts of ay obligate Ford may have ae ucksown Batean the arvounts 
‘estima? Those ae the key questions addressed by accounting stwdards for loss 
“eninge, 

‘ld conten i a exist uncensin sition involving potential Joss depending 
wher some future event occurs. Whather a contingency  acorued and reported as ah 
‘iy deer (2) the ile thatthe confirming eve will ur aed (9) ha can 
served about the amount of fss. Consider a TRS asessmemt of adatom income 


= 


eed ony he 


Geariec 13-8 
‘Acerual of Lote 
‘Comingoney—Union 
Pate 


Free trent and tiie 


‘axes for prior yeas, pending a year fo which the atom wil ot be Keown at 
‘erthe fimaneal statements sr ssued. We rust asess the lialibood ha the company ll 
iy the hack axe and iso, how moc dey wil pay. 
‘Note that the eaue of the uneertansy must occur before the statement dat. In his 
‘the prior years operations for which the ts Hubli) is questioned 
feat accounting period ended, Otherwise, rogadles of the liklibood ofthe eventual. 
‘come, no ibility could have existed a the saternent date. Recall that one of the ex 
‘racers of abit stacey “rom past tanbcions or events." 
"Accouning sanands require tht ikelihood that he future even) will onto 
incurs of ty be amet x) exagorin poate eon 
‘orremate™ 


ProbubleConfeming evens lily eo cccur 
emonaiy pete ace te contingent wl cea more tha te 
Rentole—The chance the confirming event will occur is slight. 

‘Alto key to reporting a contingent liability is its dollar amount. The amount of 
potential Jos is classified as either known, reasonably estimable, or not ressonebly 
finale A ibility is acerued if ts both probable thatthe couiening event will os 
the amount canbe at leas easmablyeitaied, A general depiction ofthe accrsl oa 
‘contingency is: 


Ina recent anual report (Graphic 13-4), Uniom Pacific report a Tos comtingency it 
‘secre for claim agains it by government agencies for which the company deemed 
‘eat was be probable and eis stable, 


1 important note that some loxs contingencies don’t Involve Halliis a al 
contgencies when es}ved cause & morcash asso be impaled, so accruing It mex 
‘lung he relaied ast rther than rovers a obit: 


‘Se niente wm Fed Str en Co ASP, 
henna faeces bomen he tbo os AER TP 
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The mos common loss contingeney of this type is an unclectblereveable. You have 
eel thse befine without knowing you were aceruing = ows contingency (Debt had 
‘esespenee: Cred allowance for uncollectble sceount) 
‘Mone or ut ofthese tesa i ot re, but here is tas easonable psi that 
ou wl Occur. islosute able shoald daserbe the comngenc. I alao should provide 
esate ofthe posible los ange of las if possible. Tan esate cannot be ade, 
10 that effec s needa, 
“aran Medical Syetoms. Ine. designs and maugctores cancer therapy stems. VMS. 
hl he ls contingency tom a ivestinent was resso'ably posible and accouligly 
an aru ality but provided the information need i Graphic 13-9. 


Capi 13-10 highligh’s appropriate accounting eaten for each possible combination 
(ah helinood ofan obigaion's beng confirmed and) the determinabiity of is do 


oon urna her nc Neneh esr nk oe pe 


WARRANTIES AND GUARANTEES 


Original Warranty.  Sutisfution guarstoed! Your money bask i not 
anything pres wrong i the Fit Five year or 50.000 miles. Thre-year gar 
Tse and similar promises accompany most consumer goods. The Eason 40 boost 
Iolo, then thi any costs of making good on sich guarantees shoul be ecoded 
jtpenses i the same wecuunting period the products ure old (matching peineple). The 
is tht much of the cost usualy aces ltr, sometimes years ater Ths isa loss 
ingescy. There may be a future sacrifice of geoncmic ents (con of sailing the 
) ut an existing ireumstance (the guaranteed products have been sol) that de- 

on an uncetain furs event east elim) 

‘you might expect. meeting the secral criterias more ikely fr some types of loss 
cies than frets. For instance the outcome of PoadingBtiaton is patiewerly 
no pred On the her hand the itera for accra lint always are met for seme 

ot ls confingoncics. Product warranies (or product guarantees) incwiabiy entail 
An while we usally cn’ pet the Lilityassocined with an india sale rea- 
Ay scurate estimates ofthe roca liablty fora period usually are possible, based on 


= 


nl nrrares an ban 


[por experience. So the cootingent Hiab for warranties and gusramiees usualy i acct 
‘The estimated warranty (guarame)lsblity is credited and waranty (guaraniee) expences 
elite in te reporting period in which the product under warranty sol. Th demin- 
‘ued in Mastin 13-6, 


Estimates of waranty osts cannot be expocted to be prcese: However if thee 
‘method is monitored and revised when recessary, overestimates and indesestnase 
‘cancel each other overtime. The estimated Tabilty may be classifica eumentc 
‘current and part ang-iern, depending or when goss ae expected Us be incurred. 


Expected Cath Flow Approach. In Chater , you leaned ofa framework 


‘opt Statement offers a way to ake nts uecount any ancerainy concerning the 
and timing ofthe cash lows, Although fture cash flows in any instances a 
land certain the amounts and Uiiag of cish lows ate ens certain i ber sutions 
‘warranty obligations 

‘As demonstrated in Hestration 13-6, he traditional way of measuring warranty 
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nth amor of human a rae ted mmc | Munranon 19-7 
cang are yen' waranty agaist delet, Dung Decent of 2004 2 MEN produer aranty 
Eta, Calor sold $2 all ofthe chal. cast excoieice ndeaten the allowing 

seabity dbution le the peril waranty come 


Maranty Conte Probab 
"2007 robbie ore 
‘$5000 2%. ‘hrodaeed wah 
$60,000 5% eee 
‘$70 900 9% 
2008 
$7900 20% 
‘0.200 0% 
$90,000 30%, 
th erie firm requires tot cot forthe two-year watranty period bw 
tthe ond of 207 ape 2008, The rakime rate of rant 4 58 Apying te et 
cashflow aprach the enol the 2008 Tscal ya, ar woul acon» warn 
and expense) of $15 564 cles flows: 
5 sa005 
The proba 
eighed eh 


comes prove the 
SHoeced eh we 


Tu prose au wt 
{hu srpacte tv 
Nowe nthe etre 
Hy. 
131 564 
smisse 


he accrual concept revenues recognized when cured, not necerany whence is 

cca te earming pecs for an extended warty comlimues during the con 
peta, cevenne shoal be recognized ver he same pri. So, even Irom sepa 
ice extended waranty coniracts is deferred asa abity a the ime of wie and 

fon saight-line basis over dh contrat period, Novice dha hi similar fo a 
payee fr priv o services tat as we discus ori, crates a abt 
be pruct services, We demansrate accountng for extended warranties in Ths 
ne 


thatthe boss incurred wo satisfy customer claim ander the extended war- 
wil he pcos ding the same three-year perio. achieving a proper mashing 
tnd expenses. fucken hstreal evidence mates tha the Goss ily 
claims willbe incur on ober than stragh-ne bass, venue shouldbe 
bythe se patra (eropartiona to the costs)? 


690 SECTIONS Fenelon ae Liitlen 


(Cash rebates have become ommonplice Cash register receipt, bar codes, eee 
‘rather routs of purchase often ean be mailed tthe manucturer for ea eh. 
tUmes promotional offers promise premiums other than cush (ike toys dies, ad 
to buyers of certain products, OF course the purpose of there prem affers i 0s 
‘ales, Sot Follows thatthe estimated snout ofthe cash rebates or the cost a om 
‘mums estimated io be given out represents both an expense and an estimated bili 
‘oporting pei the product ts sold. Like a manufacturers warrant, this Tos oa 


‘The remaining ibility of 5375.00 reported in the 2006 balance beet ans 
fare rebates ate pid The Hibility should be cane as current ot long ter 
Jing when ftare rebates are expected to be paid, 

‘OF cours. if premiums aetally are included in packages of preci sold noo 
liabty is created. For example, the costs of toys tn Cracker Jack bees and cee 
‘and phone cars and compact ses Ip ik carn ne simply expenses of the 


Inigaton similr to that disclosed by Pord in Graphic 13-7 on page 625 isnot une 
‘Tc the arty of median and large corporations annually repor loss continge- 
fo gation By far the most common disclosure is wonspeciic regarding the octal 


Misusstems (Graphic 13-11). 


Gear 13-11 
Disclose of Litigation 


cron he 


_Inpie, accrual o fos from pending ongoing Wiigwion sre, Imagine why. Sap 
yare che financial ier of Fein Foods. Feaz ise defendant in $4 min 
ation sui. The company's legal counsel informally aGyises you that chanees tat the 

wilemerge victorious ithe laws are quite doula. Counsel fees the company 
ine $10 million. Now suppose you decide wo acstuc $30 million ss in your Ean 
ements. Later, nthe couoom, your disclosure tho: Feine management fees iis 
hat the company wl lose $30 million woud be welcore anion for he 
egal counsel Unierstning this, most companies ely om the knowledge that in 


$32 sections 


Gramac 13-12 
Diedowara of x 
{nel Exot 


Wan vane gg 
te coningemsy cecurs 
Shore yeonand, 2 
ety shold note 


ran bette bin, 


today’s logal environment the outcome of litigation is highly uncertain, aking liktood 
predictions dificalt Companies usunlly donot reco alos Ul after te wtiate see 
‘en hasbeen teaches or negotiation for setiement ae substanally compete. 


‘As you can sce in Graphic 13-12, Exsom¥iabil Corporation in a recent quartet 
\Gscloned bat dd not secrue damages ows lai i ot, oven ater the omar wat 
‘mea by tea cour, bacase the compar was uppealing the Verdict. 


sal year andthe dat the financial saxesnens for Mat year tually ar saved Everts 
‘ng during this peri can be wsed to clirify the nature of inareial statement ler at 
‘eport dat. This station cam be represened by the fllowing ie Hine: 


‘Cause of Lots Contingency Cieaton 


t 
+ , 


Fecal Voor Ende inci Statonor 
For instance, if information becomes available that shede fight on sim that 
‘sen the fiscal ear ended tat information shoul he sed in determining the 
loss comingency matcsaizing a 
laws afer the Mach 31 repo date of Measurement 
‘need its accrual of alors comtingency (Graphic 13-13) 


‘Fora loss contingency tobe agcraod, the cause othe lawsuit must have occana 
the accountng period ended, I's noc nesssary that the laws Tully was led da 
reporting period 

‘Sovnitmes the cans os loss contingency occurs flr the end ofthe year but 
‘Foaneil setement ae isued: 


‘Eau of Lone Contingency Cleiietion or 


' 
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‘Whe contingency comes ano existence fe the year-end a ability cannot be aeraed 

itd’ exist uf the end ofthe year Hower, ifthe ire to dvelose the posible 
eld case he fnancial terme co be misleading, the uation shoud be deseribed. 
dslosire ote. including the eect ofthe possible ts on Key accounting mumbers 


loi, any event occuring afer he fiscal year-end but itor the Mnanlal statements 

iad that hs & materia elfect en th: company's Finap'sl postion must be disclose 
fe events dssowure nee. Examples ar an issuance of Jet or equity secures, & 

ne combination, and discontinued operations. 

-Adscloare ste the Dow Chesoieal Copny From is 2000 ann reports shown 
13-14 and deserbes an event that wil occur inthe fist quarter of ical 2001 


‘CLAIMS AND ASSESSMENTS 
ia lam has yet to Be made wen the Financial statemat age isaued, a contingency 
cena or disclosure, However an wnfiled last ora umasserted ela ora 
ned nt be disclosed uns tis probable iat she su, claim, ar aster wil 
Fits probable, then the likelinoed of an unfavorable outzorne ad the featbiity of 
is dollar amount sbould be Considered in deiding Whether and how 1 spar the 
es. 
camp, the IRS may be in the proests of suing#companys annem bu his 
8 deficiency ssesement. Hf management feels sn assessment is probable tbe 
ax asestnent night nce ts he pre Ar enim on and contingent Habe 
told be accrued if a unfavorable oatcome is prchable and the aenount canbe 808 
‘umaied, However, note ielosare alone would be appropiate if an vafevorable 
sony eatonably posible, nd no action is needed chances ofthat outcome re 
Nie that when the Clam or assessment is nasser As yt, a two-lep poces 5 
in deciding how i shoal he repo 
| sa claim or assessment probable? (ithe answer to ths question eno, no dielosure 
‘swede skip sep 2.) 
+ Gal ifaclsim or assesment is probable should we evaluate (a) the Hkethood of an 
ayorable outcome and (b) whether the dollar amon’ can be estimate, 
4 conclusion of sep 1 thatthe claim ne assessment ot probable, no fer ase 
sie. he conclusion of se 1 that the lal Gr semen probable, te 
2810 wheter or nota lial 8 accrued or disclosed x prciely the same ak when 
ior aacnsmentaredy ha heen aster 
scribed in recent disclosure nove (See Graphic 11S), Union Pacitle fet tt 
userid clas meet the entena for accrual under ths twoatepdessho proces. 


ea secon 


‘regantos ee he 
SAC doition ot 


‘ain contingonie ae 
Pepa 


CONTINGENCIES 


‘Francine a Lb 


"Nosioe tha the testment of socingen abiliies is consistent with the accepted 
cof labile a (a) probable, future sacrifices of economic benefits (tat arise tom 
‘hligations fo othe emits and e) tt fest fem past ranaetions or events Te 
feat ancertaiaty invalved wih eontingea!abiliies teams addon care require 
‘eomige whethe fue scifices of economic bynes are probable und whtet de a 
lf the ssonfies can he quantifies 


Gain Contingencies 


A gain contingency isan uncertain Suation thet might cesut in «gain. For example 
pending lawsuit one side—dhe defendam—faces 3 loss cuntngeney: the oie 
Diniff—hae a gain contingency. A> we disevssed eae, loss contingencies ae 
‘when the event confirming the obligation is probable and the amount can reascea | 
timated. However, gain contingencies are not accrued. The nonpaalleltreatien 
‘intingencis follows the sane cnservative reasoning th motivates repering cae 
‘at lower of cost ct market Speificel, is desirable to anticipate losses, but 
tins should await tei realization. 

“Though gain contingencies are not corded inthe accoant, they ate disclosed om 
the finencial statements Care should e teken that the daclwure ote ot give "ni 
implications a othe Hikelibo ef ealizcon."™ 


format was discovered relating to contingencies and pone adjustinents oan 
Huanover' 2006 financial statements were ied oo Apel 1, 2007, 


4. On November 12,2006, a former employee Med a Jawsult aginst Hanover alle 
rmination and asking for damages of $750,000, At December 31,2006. 
attorney indicated that the ikelihond of fosing the lawsuit was possible ba 
Jrobable- On Mare 5, 2007, Hanoncr agreed pay the forner employee $125) 

ura for ourawing the Lawsuit 

', After atx anit ofthe 2008 tus, she IRS has questioned Some expenses puis 
‘aloe stoskinder.At Apel, 2007, IRS hasnt yet made un aveshment fa 
taxes but Hanover feels i will Hasaver's accountants and legal counsel believe he 
deductions were appropriate but th if an assewsment is made, these i a esone 
ponsibiliy that subeequent court action would result fa an aitona ax Hi of 
335,000. 

«Hanover grants 2 one-year wareanly foreach processing machine sold. Past eg 
‘kates tha the cost of saiying warranties are approsimtely 2% of sax Dai 
2006, aes of procesig machines coal $21,300 000.2006 expeclinues fr 
separ cont ere $178,000 related) 2006 sales ae $220,000 eelated to 2004 le 
January 1, 2006, balance ofthe waranty iaility account Was $250,100. 

4, Hanover she pain in 2 8600.00 lawsuit filed in 2005 aginst Amie Far 
{hiling to deliver on contracts fr yrrlace, The mit in final appeal. Legal cued 
advises that iti probable that Hanover will prevail and wil be awarded $300.0 

«:Tnlued with cern fod items ea 2008 were coupons redeemable fra 
appliance atthe rte of ive coupons per appliance. During 2006, 30,0) coupons 
‘Beued and 5,000 coupons were redsemed. Although this she first such promot 
years past experience indicates hat 60% of coupons are never redeeried A ine 
‘of kichen appliances is maintaines, and a count shows tat 1 000 are on band ae 
Beceer, 200, th amma wal va of 2000 ad a ost Hae 

3.000. 


Bae erste err emt et ttt oman 


= 
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etrine the appropriate means of teparing each stuacon, Briefly explain your 
resin. 

2 Ppa any necessary journal ents and sate Whether diaclonae note is needed. 
Tis vos eontingenes: Hanover cam ie the information occurring after the endo — SOLUTION 
lheyearin determining appropriate diclonste, The cause ov the i exited the end 

‘the year Hanover shoul! abrue the $125,000 loss becuse an agreement has been | 


amet estimable 
vara shoal be accrued beau tis role tht 

he made a he ann car be ened om pas experience. When 

ie made and cont ar inced Io sat hos las he baby in 


coingeney Tor premiums shold be accrued hocause ts probable tht coupons 
redeemed and the amount ean be estimated from pet exparence, When coupons 
edssmed and appliances i sed, te bility sree, 


ancl incrents a iio 


“The lability at December 31,2006, would be reported a $11,200 


A disclosure mote also fs appropiate 


DECISION MAKERS’ PERSPECTIVE 
(Current lables impact a compans’siguiity. Liquidity refers to a company’s cash 
si 


te igi tha slit aa (otic annet covert toh ina elie se 
{6p curenly maar das. Because te lck of guy ca ease Ue da 
ews ely coenpan. Is ential th maagers as Well Oude vests de 
‘mamas close serutinyof this anect os company's welFboing 

"Keeping tack of the caret rao oe Of Uke owt canon ways doing his The 
rent ri intend es mse of sb ttn solvency and Serine 
feat sets y curt hatte. 

"When ws compare habits tht mist be sated nthe nae erm witha ht 
anc caah wl converted to inh ne nearer, we Et acl meas 
Tiel, Ato to or higher aie conse ifs stand, Bt 
‘als, accept shouldbe evaluate the eo o he indy in wich he 
fpsraies and other spt eurstasss- Koop in ming hough, Naka ae 
fel oe nication of adequacy an ht ns cree rato is bt one natin of 

"We cam anja for he plicit ssurpton ofthe cent ait all cure 
‘equaly gi. The wits o ic, rosa the caret rato tat 
‘ore conser ative measie of esses able py cue ablitie, Specie, 
treralor quick ail cludes ony sac and eash equivalent, shorter inven 
‘xcrantseevable By clninating cremate sch mentors am! pre e 
that are es rely convert im cs, the set ati provides a owe Figs 
‘ation of company's shor erm saency than does he cue a. 

‘Wsxhcr of hse lig rations ss han hao the incu as a whole, does 
tha gui na problem Perhaps pers ot, I does, Haha wr lag th 
ews cation when sewing other ares. I mperan to remem that eae 
‘epee ofthe pt, Fo example, ity spay the ext an 
iui: Also, management maybe Yer) elicit in managing cure ats 
corent assets fesivables or menor rs more gui tha they otherwise wel 
trove really avaiable sain Vis. The tro ttn dnessed near 
‘lp messre the effclency of set management ns fea 

‘Giver he scl and pete imporance of company’s Hou in he mins 
ys no iil to adopt a manage perspective ancl imagine elo man 
the tos that measure lguty, For nance, a company might as secon 
‘eranve poner nience the ing of accunts payable eco by aking 
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notse that such ting satepes are similar to earninps management techniques we 
| evionsly—specifially. manipalating the ining of revere and expense wo 
inetdr1 "pood nseme ver Un, 
he en chapter, we cominue ou discussion of Uisilses. Our focus will sit from 
idles log-term Habis inthe fons af bons al lente notes. 


‘Noa sce ais? What is commensal paper? py 617) Accrued ait are re- 
ried or pes reat cured but no yet pol acu expense Tes cud salaries 
tnd wages payable, nome taxes payable an interest payable. Commercial pape sa form of 
totes able ectines used by ltge corporations to obain temporary arcing Wold 
[bot tornaties 2s shot-teimastnentIcrepesens unseated notessoid se miripum 
tur nators of $25,000 with matures ranging fom 30 9 270 days Typical, commercial 
ips iu dec tothe buyer lender andi tacked by a re of cet with bank. 
‘ny dd Syntel Mlcrsysters Include some long-term det in Owe curren abt se 
ten! (o€22) Syme! Miersyters dt inetude se fong-erm dc in the erent Hailty 
ecto. The curry maturing portion ofa ang-ten debt must be reported as curent bx 
iy. Amounts ave els sa repre 3 cuter lables when they bec payable 
“ih the upcoming yes. 
‘Dither as epot some caret aenounts as ong-tem ci? Elan (p623). Yes they 
eto reprtshrtsterm abigations 3 novcurent Habis the company 
‘5nd refmance ona fong-ter bas and o) demorstrates the sity todo sa by = 


‘Max oblgations be known contractual debts in ore to be reported as Habis? 
[025 ho. From an accounting perspective, tf nat acerssary thet obigations be kom. 
‘say enforceable cbt to be reported 3h Habiitiee. They rant ony be pbb and the 
“i roun rezsonably esmabe. 

“Sit tre that eurrent lables ar rier than long-term lables? (p. 636). Osher 
“igs een equa, coment fbi generally are cniered lr than long-term Habli= 
sf that reson, maragement usually would ater reort 2 debt as longterm. Curent 
+4oL thous mot necessriy rity The uit ratos we discussed inthe chapter attempt 
‘orev fiquidity Remember any such measure rust br atcsaed i the content of other 
fey ndusty standards, profit, trrove ais, an) sk management acces, to 
sane fo a 


Bottom LINE 


les ave present obligations to serie asses in dhe ture because of somthing 
etsy bas occuer Curent liaities are expect Yo ui curent ase fore 
‘ation of othe cunent abiliies) ana wally ae pay within ne year. 


‘group of banks. When intrest is discounted from the fas amount of «note (a0 
{alld aonisirestbeating coe) the elective intrest rae i higher than the ted k= 
‘ont te Lage, highly ated firms swneises sll coverial paper diecy Wo the 
‘yer dende) co brow funds ats lower rate thn though bak loan, 

Acc lohilites ave record hy adjusting entries fox expeaes already incre, bt 
Se whichcash has ye to be pad (cerbed expenses). Famlar examples ae salaries and 
“Jones uyable, income 1xes payable, and iterest pyar. 

‘Start obligations canbe reported 8 none urea iis i the cepa (a ine 
‘exo refinance oma long-term basis and ¢b)demonsiates the ability wo do $0 by ac 
‘ul nacing ora formal agreement 600. 
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5. Aloss contingency isan exstng, nsurtan situation involving potential loss dp 
fon whether some fore event covurs, Whether a contingency is accrued a 
{lability depends on Ga) the ikeihoed tha the confer event wil ccc a 
Saket can be determivel abot the neva of koe i acer i oth oko 
‘he confeming event will accu athe smut can heat eas reasonably nat 

6. Aclatfying event before financil sacemonts ae sued, Dut sfter the yea at 
wad 0 determine bow the contingency is reported An aster si lao 
‘ment waranis accrual or disclosure If iy probable I wll be averted A pin 
{80 ta coningsney that might sak i 8 gai. gain contingency i ner 
‘anil actually is realized. mb 


PAYROLL-RELATED LIABILITIES 


All firms incur lait in cometion with ther payrolls. These ative primal tm 
Fequirements ty withhold tas fom employees’ paychecks and Fm payroll acs on 
Firms themselves. Some puyroll-relae! abies result fea voluntary pyr deduct 

‘amounts payable wo tht pares. 


EMPLOYEES’ WITHHOLDING TAXES 
Employers aro required by law to withnold federal (sometimes state) income tunes ad 
‘al Security taxes from employees’ paychecks and remit these to the Intl Revene 
‘ie, The amount withheld for federal income taxes is decermined by a ax ible fu 

the TRS and varies according tothe sou! eamed and the amber of exemsions 
by the employee. Also, the Federal Inairance Contiutions Act (PICA) reqaes 
ro withiold s percentage of exch enplyee's earings up 1 a specified wstimur Bal 
percentage and the maximum are chased imermiently As this text went to pin be 
Uhution for Socal Security was 6.2% oF the fst $90,000 an employes earns. Aion 
deduction for Mecicare tx Was 15% with no limit on the base amount. The employer 
‘aust pay an oqual matching) amount oa Reha of the employee 


VOLUNTARY DEDUCTIONS 
Besides the required deuctions for income taxes and Social Security tes, empl 
ten authorize their employers wo ded ther amounts from their paychecks Thee 
Hoos might inelude union dues, contributions to savings er retirement plas, a insur 
premiums, Amounts deducted this wy represent lables until paid tothe ap 
‘ganizations, 


EMPLOYERS’ PAYROLL TAXES 
One payroll tax mentioned carlir (x = employer's matching amount of FICA tse 
employer also must poy fedcra and sace unemployment tes on behalf ofits empl 
‘The Federal Unemployment Tax Act (PUTA) requires a tax of 62% of the fit $F 
earned by each employce. This amout is vedoced by & 54% (maximum) creit or ax 
butions to ste unemployment proprns, so the ne federal rate olen 16 852" 
states the stat rate iy 5% but ray be reduced by meric atingsalfected by the en 
employment experience 


FRINGE BENEFITS 
In addition salaries and wages, wolding taxes and payroll axes, many compari 
Vide enloyces a variety of fringe eves, Mest commonly, employers pay all 
“employees josurance preiams andr contributions wo retirement income lens, 
Representative payol-rltedHabilisane presented in Mstration 18A- 
As you study the lusttion, you should noc the simiitysanong ll puyoib- 
abies, Amounts withheld—voluntsrily oF inyoluntarly—ftom paycheck are 
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LEARHING OBJECTIVES 


Bonds and Long-Term Notes 


= 
FINANCIAL REPORTING CASE 


Service Leader, Inc, 


The mood s both upbeat ad focused on tis col 
October moming. Executives and based members 
of Seve Leader, je, are meeting with urderat- 
‘es and ations 0 scythe companys fist 
ond sffering i is 20-year story You a7 at 
tending inte capacity oF comps controle snd 
two-year ember of the baal of aeeors The 
‘ost Hed eapration has Geen Fnareed ety 
‘by eau intemaly generated funds ond shar 
team bank boroainge 

Bank tales of Inerest. hough, have vise re= 
‘enya the com pany unexpectedly ral, tt 
welcome, growth ta prompts the nee to ok 
-ezwhere for ew financing Under consideration 
‘te 15-year 825% fist mortgage bonds ith a 
{ancpal amount of $7 ion he bonds woul calle a 103 any tie afer ne Xt, 2008 ad comvert~ 
Tent Service Leader mma stock. atthe at of 5 share pet $1,000 bond 

‘Ober tiancing vehicles nave been sssased over tne Isto ments, nctuding the Sale oF Gaon 
sted, ronconertine tones, and ureecred notes. er moering The Wl Steet Jour indica hal market 
‘ates f interest or debt sear to the bonds une eomideratin ar about 5 


crdettbe epee 
‘QUESTIONS 
1. What es it mean hat te Bones ae “est moruge” bands? What effect does that Pave on firancing? 
‘Gage 5631 


2, From Service Leader’ perspective, mhy ate the ors eallable? What des that wean? aege 89 

3 How ail ite peasbie fo sel bands paying investors @25% whem ater siniiar yest’ wil provide 
the ester return oF 6557 (page U5) 

4 Would accounting fer ithe det were dest a notes rather than bonds? (page 673) 

5 Why might he earany chaos to mae the beds earwerbie ft eam stock? (page 854) 
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sation 
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‘Aote poyable sod » 
rete reaiabl re tre 
‘Baes ofthe sme cin. 
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The Nature of Long-Term Debt 


Acompary aust aise faa oftanve \s operations and often the expansion of tos 
‘tions, Presumably, fleas some ofthe nosossary fanding canbe provided by te 
‘own operations, thougs scme funds mus: be provide by external woures. dna 


ler 13), defered income taxes (Caper 16), and pensions and employee benefits 
17). Some employes bensfis crete equ rather than det, whic are discussed in 
19. n Coapier 18, we examine sharers interest asing from externa equ 
Jo Chapter 21, we see that cash flaws from beth debt and equity fiaaning ae poe 
‘gether na stlement cashflows as “cas lw rom iancing activi” 

‘As you rea this caper, you wil i! Ue fet to be on he Tay id ofthe 
Lions we examine. Realize, though, tha the rirur image of Hubiiy sam ant 
payabieyinyesment in bonds, note payablenote receivable, ee). Sos We disease 
Ing for debs from the viewpoint ofthe issuers ofthe dsb instruments we also wil 
‘opportunity to sec haw the lender deals withthe corespeing awit. Stuy tata 
ofthe sume tamsacton in tandem wil eniphasze their inhecent sinilavities. 

‘Accounting fora ibility isa relative!) staghaforward concept This fot sy tal 
debt instruments ate unchalleogin, “plan vanilla” loan agreements. Quite the cota 
‘nancial comity comically devises increasingly exotic way to evo faa 
‘ens in the attmpe to satisfy the diverse and evolving tases of both debtors and. 

Packaging aside ability requires the fare payment of cash in specifi (or 
mounts, at specified (or projected) dates. As tine pases, interest acerwes Jk As 
eral the periodic interest ithe effete itxest rat thes dhe amount ofthe deb 
‘tang ring the period, This same poncipl applies epardiess ofthe specie form 
liability note payable, bonds payable, lease Habiity, pension obligation, oF ote 
struments, Also, a8 general rue long tr Kabilities are reported at thee present 
‘Ths present ale ofa habit is the present value of it elated cashflows (oil 
Imierest payments), scone wl the effective rate of interest at uncer 

‘We begin our sty of long-term talites by examining accountng fr boa. Wel 
lo that section wih disession of dey the fr te Part BH mera 
that, although parculrs ofthe two forns of debt fle. the basic approgch to 
for each type is precisely the sume. In Part C, we look at various ways bonds and ots 
‘ened conserted in oer secwiies 


BONDS 


/N company can borow cash fom a hank of othe finalisation hy signing 


1 to hortow ash fm financial nition, a company ny 
‘tote econosical w sel 400,000 $1,000 honds to macy Tenders—deoreialy 
400,000 les 


the principal. par value fact amen, oF aturty value) aa specified maturity date, 
‘ues far Bonds typically range fom 10 \o-40 years, In retue fr the wse of he ey 
row, he company also agrees n pay teres to baalders between te Ke ak 
‘maturity The perio interest sw sted peroutage of face amount (varouiy eer 


—- 


ced rate coupon rte nominal rane). Ona, ote is pad yrnamally 09 
interest dates begining ax months after the day the bonds re “dated.” 


Bond Indenture 


necifc promises made to bondholders are desesibed in a document called bond 
Because it would be impractical forthe exporation teens into diet agiee- 
ith each ofthe many bondbolders, te bond iden shelby atrastee, usally a 
unk or othe inci intteon, jpn by he tswing ier represent he 
ofthe ander, cnpaay fs ove ap 0 te terme ofthe bm ndemtare, 
ste may bing egal vein against the company un Peal of te bondholders. 

‘Mex copeate bonds are debesture bonds. A dente hurd is secured only bythe “ull 
and credit” of the issuing corporation. No ypeific assets are peg ay seewiy n= 
in debentures sualy have the same standing asthe fs other general creo. $0 

of bankrupt, debentrs holders nd ocr general crestor Would be Weated equally. 

‘ceion the subwrimated debenture, wbich 25 the nein implies, is nx cae 9 r 

a laokdation paytnents unl te claims of wher speed Jet hues we said. 

Amoriznge bond, an the ther hand, rx backed by a Hien on specified realestate owned. 
ser Becaise a gage bon! is comsered ess risky shan detenaures, typically 


or bond to be structured a coupon bonis (sometines called hearer bonds). The 
of fhe owner of «coupon bond was pot registered Inte o collect inten, a 

md the hakder actually chipped am aac! cen sd redeemes itm accerdnce 
satus inthe indent. A Caryover effet of tis practic is that we sl often see 


to buy back. or eal, ousting bonds fom bondholders before thir schedule 
at, Tie fate affords the company some protectin agaist beng tuck with a 
inthe event interest rates fall during the peri 0 maturity. The call 


Te sinking fund typically ts administered by a trustee who repurchases bonds in the 
nuke I isuficiet willing sellers ate fou, the astoc must exercise the bonds call 


auiy ates might be asigned io specie portions ofthe bond issue. 


—— 
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bond ndentire 
“ecerbar te specie 
pronsars made te 
[steven 


a, p. 66 
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erie sar ance 
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uaTeATION 14-14 
Bonde Sold a Faco 
‘Amount between 
Imroreet Oates 


Fraeh rmont and bias 


‘Convertible bonds are retired as a consequence of bondholders choosing a conve 
Im shares of sock, We look closer a cnvertbie bord a ite later im the caper. 


Recording Bonds at Issuance 


BONDS ISSUED BETWEEN INTEREST DATES 
‘We assured thatthe bord in the previous exaople were sold on the day they woe 
(ate protein the indencare conrict). But suppose a weak market caused a dey in 
‘the bonde unite moni afer that date (our months before semiannual interest 
‘id. In that case, the buyer would he asked to pay the wller accrued terest 
‘months ination w the price ofthe e's For istration, assume Minterwea win 
{0 sell he bm inthe previous exasmple wall March rw moths afer hy 
‘This variation is shown in Ilastration 

($700,000) plus $14,000 accrued interes: 


srq00 xe Ke = sion 


United (invertor) 
IhvostmantIn bende foc aunt. 5 
Irteestrecevatielaeued ere ders 93 sor) 
(Cash pce ps sesuasioaret os 


‘When Maserwear pays semiannual incest on Sune 3,2 fl ix month inset 
[But having received to months” accra imerest in avanes, Masterweas 
‘pense will he four mouths” interest, for ‘he Four meth the bonds have bee 
that time. Likewise, when United rceives six months” itexest—afer holding he 
‘only fou months wil net ny the Four mots inerest to wich it sea 


CHAPTER 4 ead Lng orm tae 688 


ieee sess, 


ese) 
ome. 219 = 4 E) veers 
ecaved 


| feetstievewe one. =F un 


“THE SELLING PRICE 
ie ofa bond issue ac any particular time isnot necos.rly equa 198 Fee amount 
$70,000, 12% od issue isthe previous illustration, for example, may sell or more 
age amount (at preiiuen) of fess than foce umount a diseutnt, depending on 
ie TE et ire coe ih tn eng mre fee oot. 
far seciiis of similar isk and marty). For instance. ifthe 12% Bonds are compet 
sn amurke in which similar bonds re proving 14% tra, the bonds could be md 
apie essa $700,000 On the eter hand if tbe marks rac is nly 1% the 1256 
eas would seem relatively asteacive ad tho bons wo sll a premiim over face 


‘in adion fo the characteristic terms of «bond apresmest as specified nthe indenture 
rast ate fora speci bom issue is influencei by the creditwortines ofthe Cot 
‘oaing the boods. To evaluate the risk and qulity of an individral bond ise, in- 
rely heavily on bond ratings provided by Standard Ponr's Corporation al hy 
ys Investors Service, Ine. Sc he bond ating in Gp 141 


‘Abend ics wile Fores of supply and demand cause bond issue to be priced to yield the market a 
ve yaig BEE Words, an investor paying tat pice Wl eam am testis re of tr the 


‘pathetelae evi! pent ual to the market rate. The price i calealated as the present vale ol he 
TREES Shine Mow rejlted ofthe howd, where the discount eae used nthe present vali 
(Chel at nd” the market cate. Specifically, dhe price wil be he presen Value Of te pete cash 
ey pasinents face amount stated rae) pls the resent vale of he principal payate s 


{unt oth discount a the market rt. 
‘nds priced ata discount te deseihes ia Mlusration 14-2. 


nea 2 Moser tres ue 72000 of 12 bond eed nay 
Inteest of $42,000 peyaole seman. 


fauna 
Semonal periods 


_Altboog the cashflows toa! $982,000, he presant value of those furue cas 
January 1, 2006 only $66,688. This Get the time valu of macy. 


wrod iio st 


Ives bor tw rt 
‘Dsccunt on Land vest ere) 
Cash rice casted ator. 
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ren hon prices are quoted in Financial mesa, they typically are tate i ters of 3 
kt mh i i of 8m bod Wl lf 8 
pice 101 il ell for $100 


markt rate of interest mulled bythe usta Saance af the det (ring th 
pero) is velered o as the effective laterest mie. AKough ping thi 
elective interest method —isplies some specializes procedure, this simply is 49 
fhe acral concept, cassia with aceingal expenses they ae fcured, 
hing ow example, we determined tht the amount of deh whea. the band are 


never. he bos indent calls for seman iteret ments of ely $42, 000—the 
rat (6%) mes the face acu ($700,008). As aways. whom only spin ofan ex 


nn the sci 4 Valuation account) This ior in Graphic Lt-3, 
ecru othe outstanding deb tthe effective rls ntret pos te amount 


oes ovenue (ao ce» tearing lars. 


Bees he balance ofthe Ub changes cach pero the lla aroun of inerest bal 
rate) aso wl change each period. To keep up with hs changing amounts, wally 
hielo prepare a schedule that recs the ehanges the debt one tr to mae 
‘Ail amontizaio scbedlefr te situation under dscustion is shown in Graphic 1 

Avoarisfrthejourascatnes each interest date re aun the fir three clus ofthe 
ie Taltinally, this schedule has Deen refered to as ah arnortzation sehedle—a 


=— 


‘reference alleged amortization ofthe isount? This is an apparent caryoer fo se 
‘ays when the discount Was comsicredo ean att be amortize. T the conta he i 
“ania van sewn having custence apt fo he read dob As you es 
inthe revi proprapin changes ns are are he derived el of change de 
‘standin ey, when pons of period acre ineret wo unpaid 
However became hs enol so prevalent in 
‘etic, Wwe 10 wl Us he label amcrzaion ached: 
te: Be suet elie though hat thle sais 
temer—rhing is eing ante Te estat pia 
orem that the effective terest red 
Staigafornard sppiction of the scrast concep, 
‘niseby iret expense (or revenue) accrue per 
(ually lhe effective rat [voles esther defer 
Ting eapense or revemes) mt sort eral 
‘Determining nee inher convenient 
side fact resi in reporting the ly athe pes 
sat vale of futare cash paymests—the apropit val- 
tation metho or ny bility? This obviows a 
Issuance: we nealy eau the presen vale oe 
$0659. What perhaps noc ue a obvious at 
the custancing amount of et ach Subsequent prod 
(how thet hand cluna hs sertzabon schedule) il he present ve ce 
emai ca lows discount the orginal ate 


‘oem 
Rar saap pk nr hin pn 
Sf aa nti Pacing fp 36S FAS 85 pu 
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Arexscoupon bond pays ao iotres. Instead it offers eur inthe form of a “deep dis- 
‘afr the fnee amount. Fr istration, ets ook atthe zero-coupon bends fered by 
Cera Mil ne. 202 Tw billion. two hundred tity milion dollars face acu of 
fe .year securities sold for $1301 wil, AS he snoxtistbon schedule in Grape MAS 
Aecimites, they were priced to yield 2%. 


roten ap rett ea  bca  P 


Ze-conpon bond provide uta convenient opporcnity jo reinforce a key concept we 
ene that We acerus the interest expense oF revenue) ich period a the effete rate 
how nck cash interest actually isp Ze in sis case). Am advantage of x= 
bonds or noes is thi the corporation can deduct Fr tx purpose the ar 

atest oxpons (ce schedule ut as ho related eash ow unl the bonds mate 
he revere in tr for iventos in "cron" Tovestrs receive pile cas i 
‘sn hah annual intrest revenve is reportable for ax purposes. So those Who in- 
a er-coupen bonds usually have tacdefered or tax-exempt satus, sach as pension 
ndvidual retirement accounts (TRA), and charitable rganirations.Zero-coupon 


i notes ae gaining popularity bu ti constitute 3 relatively mall proportion of 
eh 


SOLD AT A PREMIUM 
4-2, Masterwear Tuten sold the honda price that wold yield an ef- 

ra higher than the stated ate. The vesul was discount. Ox the ter fa if he 
sa heen issue when the marke! yield for bonds of similar rsk and maturity was 
a he atd rate, ay 10% he fae WOuld have been priced a a premunn Hecease 
124 mts would seer elativey attractive ia 4 10% markt, the Bond weld command 
fae ee of more than $700,000, eaculced in Musto 14-3, 


— 


onuteane esto 1200 peyalesesonsny on Sue 9 ane Once hobo 
Premium In three years. Tha market yila for bons of amar rk and maturity © 10%. The nto 
Cer ats amar pocheedoy Uso re 
psd Sony, he . Calculation ofthe Price ofthe Bonds 
Spiess ae rset Wines 
settee eee How storm — sair 
ee as Sono: oraser — “spaase 
Fenton Prem wn io be $553 
<torn 
er 
or i 
Paha are 
Setar 
Teor Dodd rin rr i ety 
‘bonds sold ut a discount, Again, interest is the effective interest rate applied 10 the 
‘Sind drogeach pero lan te cd he pret repent, 
fot rsa a een mv. she Cee Te 
mame 14-6 
lees 
Scie trier 
Secrest 
Sieve 
Seeetinren 
Feesrloeenina 
mncdoy be 
Sern 
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[Notice thatthe debt decfineseacapeiod. This because the effective iret 
‘od Tes than the cash interest pal The overpaysnemts each prla! redce te: 
‘owed. Remeanber, thie i precisely the opposite of when debt is told ata disco 
ftfetveinirest eich period i more han te eash pai andthe underpayment | 
{ald othe amount we. 
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i necessary to rece tse hat 

acrid since the Ist terest date. As am exasnpe, refer again to Mustain 14-2 00 
6, Ie ical yeas of Masterwear and United end on October 31 and iteest was 

id and recorded om June 30, our months’ interest nw be accrcd in yearend a 
ery, Because ices i recone for only potion sei 
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The Straight-Line Method—A Practical Expediency 


Allocating the diseounc or premium equally over he ife ofthe bon by the 
‘method results ina somsant dolla amount o interest each period, An amortization 
then, would serve Fite purpose Fr expe, i we prepared one forthe straight ne 
Imthissitwtin, i would provide dhe ne amounts each period a shown in Gini 


Dteminog nore _Retembe,constan: dollar amounts are not psced when the festive ites 

‘ieating the” tus 8 tht mated, the dolar amoonts oF ieerest vary over thet o mary te 
siscace (Gr premm! the percentage rat of interes emis constant Put sapped 0a changing debt an 
gnsserightive ons “Aga be sre wo reli that he staple moto ent leave met fee 
et mised mining inert in a concep ene. stead an aplication of the atrial cs 
E*SSneTeLRlcmeay, by which an eppropit aplication of GAP (eg. the efectieimerest meth!) ca 
theater ome. pane or reasors f prcticl expediency in situations when doing 3 as no mai 


r 
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| 

| cathe results. Based onthe frequeney with which the saline method is used in pae= 
| fee we can infer that manapere Nery frequent conchae tht is we has no mara impact 
tmimeston decisions, 


etamuary 1,206, the Mende Grp issue $8,000,000 of || hoods, dated Jacary 1, f= 

‘wo ispayale semiannvaly on June 0 and December 31 The bonds mature a For year. 

Treat yk! fr bonds of simi isk ged atriy is 10%. 

ested: 

| Deermine the pice teie bonds nod foro yok the [0% market rate and record their 
Tsuance by the Meade Group. 

2 Prepare a amortisation sched determines interes at he effective rae and record 
erst onthe fit interest at, Jano 30, 2006. 


| Deicrmine he price these toms sold for yield the 105 market rate and reseed wit 
ance by the Meade Group, 
Caleulation ofthe Price of he Bonde ad 


‘There ay eight viol pariods and ore al tha markt ate ie 5%, 
Interest ‘4,000 % Aagson® — $9,643,012 
Panos $800,000 «Daria! = _5an4720 
Preset value (prin ofthe bonds Sasa.s3e 


soo 
_ a gene eeeaerene epee 
eames 
asa Oe 


cach 
sgarest 
cos 
Face amount) Outstanding balance) 
id azsqss2 
‘4000 os masesaa)= s1297 Bzs1a89 
‘44000 “os 2anase) = 411.579 aoxesz 
‘40000 05 @.205032)~ 410,152 an7ates 
449,000 05 0,173,188)= 408,650 sacs 
‘4.00005 w.141.883)~ 407.072 8108935 
125 8,108,935) ~ 408,447 3.074362 
15 (074,382) = 038101 
05 (8,038,100) = 8.000.000 
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Debt Issue Costs 


‘Rathee than sell bond inet co the pubii, corporations asualy yall an enti is 
“underwriter who then resell ther to other secunty doolers and the public. By ca 
‘purchase bo ase peice. an invest one suc a Salim Sith Barve, 
‘a Sact and {sak umderriteany ks ascites with ew 
Secalivsne Sete ns BP A serra 
‘Alcrativey, he jemi company may cha o sell the debt sccritics directly 
ht investor (as we assumed in previous istatons)—oflen a pension fund on i 


places securities ae not sujet othe coy and lengthy process of regstering wih te 
thas nutes of public ferings. Underwriting fon alo are avoided 
‘With hes publicly or privately sold eb, he isang company wil cur cos 
‘ection with issuing boods o oes, such a opal an sceounting fes and pining ot 
‘addition to registration and underwriting fees. These debt ise costs are recorded 
‘ely and ase arontved over the ero the elated debt. GAAP regizes a debit a 
‘oun det ise cons. The ase sslcated Ww expense, usally ona stage 
For example, kes assume issue cos in Kusration 14-8 bad been $12,000. The 
fo the isuance of the bonds would ince w separate asset scent Tor the she cots 


Serres ese sane nets dope ed 
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The comport bondi he bse long-term det insrumer’ for moe large companies. But 


snes tthe time ofthe lan. So discounts and perm are fess ikely thon 
‘Acconmting for a ote issue for cash is demonstrate ia Tusttion M4. 


uusreanon 14-4 
(Note sued for Cash 


Note Exchanged for Assets or Services, 
Becta ne tl nti mae a in wee > 
friss Th va ofthese (shor nner save ech fore ables 
aes cn’ Fr wipe, Inte sre Sl Gophe peed »pcaagrtatag 


7m secnions 


Fara ntruments aed ites 


machine ror Hughes-Barker Corporation by issuing» 12%, $700,000, tee-ya 
‘eure interest o be pil verianaally Lat vslbo assume tha the machine cml 


F663 implies an annual market ral terest of 14% Tha i, 7% is oneal 
fount rate that yields a pesent value if S64 623 forthe nce's cash flows (inet 
principal 

Prevent aha 


Interest 3 azoon x a7eese = 5200195 
Prncipa $700000 x 0.48834 = a5nane 
‘rota valu of the note $080.53 


aks oan mye BL = 6-7 
aca a SY 3 


‘This is refered toa the implicit rate of intesest—the rate implicit inthe | 
may be thatthe implicit rte not appre Sometimes the valu of Ue asset (or 
‘ot realy determinable, but the interes rae stte in the wansaction is ureaisi 
to the rac hit would be expected in sir ransdetion uncer similar creumstanss 
cing what he soproprit rate should is called ipating am inert ete. 

For example. suppose the machine cxshange for the 125 nes custom-made fr 

0 that ne customary cash prc is availble with whic 9 work: back was 
the implicit rate. n cha case, the appropri rate would have o be found extemal 
‘be determined, for instanes, that more realistic intrest rato fra transaction of hist 
{Mis time, would be 14%. Then it would be apparent dat Skill Graphies actualy 
than $700,000 forthe machine and that part ofthe face amount ofthe note nelle 
sup forthe lower than normal interest rac Ya learned early in your stay of. 
the economie essence ofa transaction sould preva ver is outward appearance. 
ing with this baie precept, the accountant should look beyond the form of this ana 
‘and recon its substance. The umount actually paid forthe machine isthe present 
‘the cash flows alles for by the loan agreement discomnted a the market 
‘this case tobe 185 So bath the asserts and the isi ased to purchase 
seconde atthe eal cost, $66 33, 
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‘he ecountng teatment isthe same whether the amour: i determined drety from the 
vale ofthe machine (and dus the not) oriniecty asthe preset vue Ube note 
ths the yale of he wet” 


“ikewis, whether the effective ines ete ie etennied the te cipicit in the agree 
sive tbe ase’ market vale, or whothc the effective ae is imputed the appa. 
terest rte if the asses valve i unknown, oth pres to the wansacton should 
peroac inleret (ineret expense othe boowe, ners even tthe ender) a 

fective ra rahe than the stated rae, 


Inlret expense (interest revenue for the lender) varies a the balance ofthe note 
over ime. See the amortization schedule in Graphic (4-8, 


Sic sweere yy ores sana eat 
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am amount represents intrest aa a wna that eeprescnis rection of he 
{ng balance. The perieicreduetion ofthe balance i efficient tat at mati the 
‘conpletely aid. This amounc i easily calculated by viding the amoune ofthe loa | 
sppropriate discount factor forte present valve of an annuity, Te installmst 
‘oun! tat would pay the note ahove = 
$605,893 4.78654 139897 
Ament of loan (vom Table 4 Instatiene 
n= 6 i= 70%) payment 


(Consider Gap 4-9. 


"The procedure isthe same as for & note whose principal is pak at mature, bute 
‘oe cash payments ae anger and there sno raps payment at maturity. We 
‘the amount othe payments so that aos covering the inferest on the existing db 
‘nod, the excess woukl exactly amortize he dob to 210 al maturity rather tan oa 
nated matrity amount) 

or insaluent noes, the outstanding bance ofthe note does ot eventual 
ace amount as it doos for nots with designated maturity amount. Intad, at the 
date the balance is zero. Consequently, the nignificancs ts lost of maitaining pan 
fanees forthe fe amoant (ina nete account} andthe discount Co premium). So an 
ment mt pally cee i et caring noun in Single mt pay 
receivable) aun 


oon ofthe debt fo be paid (received) during the upcoming yar, cr operating cycle it 
“hoald be repwted ss acunent aot 
‘The fic Yale of financial instruments must be disclose either in the body ote finan- 


ile. For example, the market vale of anole payable wight be approximate by the 
value ofpeincpal and interest payments sings current discount rte cOmMERSUEe 
te nsks involved. 


and sinkiny fod requirements Gf any} fr each oft next ive Your To comply, 
S¢ Gamble's 24 annual report stated? 


“The avin an 
Theda amconts (Sie milion) 
SSOud SS ceased for “Male vaio of he long ems de we 1508 388612. Jon 30,200 and 293, ress 
enone ee yoo trmdebt mance dre he et ive Seas a ei 


2005S SI 2006—$2.425 2 $1431 20088972 and 208-8150. 


Borrowing es fnancog Ina statement of cash flows. issuing bonds or notes are reported as cash flows 
‘pctv evaing pacing actives bythe ssuerCoerower) znd cash lows et investing actives by the 
‘mestraecv'y estar (leader). Siiily,wheo the disrepute issuer (boroWver rapes te 
ying cr rcehing allow aa hancing avy while te invest (lee) repos icas aca inftow 
Inimat nan opening Vein acti ies. However because both interest expense and interest revenue are 
sete 


DECISION MAKERS: PERSPECTIVE 


isis decisions involve ssh, Failure vo property consider isk in those devsions 
the most cosy, yet one ofthe most esnmon mistakes investors and eredicrs can 
Long-term debts oe ofthe first places decison makers should lok when trying 
hand a risk. 

Tn yneral, debt increases risk. Asan owner, debt would pce you in a subordinate 
tina relative to creiogs because the luni of reir aust be sais ft in eve 
uidation. tn addition, debe ragorespay-nant, usually on specific dates. Fall op 
imterest and peineipal om a mely base may reult it tau and perhaps even 
‘The det o equity rato, ota) bilities sharcholders’ equity. afte is calculated 9 
the degree of sk: Other things being sal, the higher Te debt eit ato, the 
risk, The type of rik this ratio measures called defi risk Because it presumably 
‘sates the tkelihood a company il Uefl o its obligations. 


2 rotur on boerowed uns in excess of the cast of hrrwing the funds, share 

[provided with a wus retary greater than what could have been eaned with ey 

alone. This desnable situation called favorable nancial leverage. Unforumaey 

‘ot always fvoruble. Sometimes the cos of borrowing the funds exeseds the 

‘enerate. This illustrates the typical ik reurn trade-off faced by sharcholders 
CCediors demand interest payments ax commpersation fr the use of thei capita 


expense. 
‘Two point abou this ratio are importan. Fs, because terest is deduce oi 
‘ax purposes, income before interest and anes gabe indication of compa 
‘uy iferest than is income ater inert a as (ne ream), SesoMd, nce 
interes and tates sa rough approximation for eash flow generated from operations, The 
mary concer of decision makers sof csc the cas avatable wo make interes 


‘the next page prides cnsesed inal statements ape fromm 200K art 
those compan, 

"The deb lo euiy ratio higher For PepaiCo; 

‘oa ails 
Sharhoess exuity 


= 


Debit equity ratio 


wots « 832 
Coca-Cola = S15992 


= S146 

Poe H3m25 

Remember, that's not necessarily «positive ors negative. Lat’ look closer. Whom the 

tus sturehol der equity i greater than the eta on sess. management i wang Ue 

fis enhance th esis fo shareholders. Boh is Go ths. We caleulateretan 08. 
sea fal 


a 


107 


Net income 


Rate of return on anes = Nets 


“ase on assets indicates a company's cer profitably. ignoring speci sources 

ifimccing. I hi ropa, Coca-Cola's priably exceeds that of Pepa. That ava 
ge dsappeas when we commparc rear to shareholders: 

Rate of return on 

shareholder equity 


pital makers ae operating mare snd more ax» global warble. Fis come 

{or intemational resources. soch a debt Funding, Include domestic corporations 

national eompaatians 25 well as fen corporations and jot vencbes, Tk poe 

ra poles fr Fenders aul other source provides attempting to evaluat le 
css Iniational boundares. 

‘One persistent problem she lek of nfermty im accountng tandems used oped 
‘he fina statements beg compares, The a has anowed nce yes bit ay 
must be aware of eferenees account metas far county to cua 
trations ae being falar with the aer-ting consequences oF taeating ts 
road into dol istctinal, pelea, cla, and tx aires, and Key 
roprite ftemational Indust Standars for comparison, 


‘PepsiCo’ higher leverage hat been used to provide a rotun wo sharchlders rl = 
‘to Coca-Cola, eventhough its rtureon assets is ess. PepsiCo inereased ts retro 
holders 2.07 times (31.1%/15 0S) the set om awe. Coca-Cola increased it eam 
shareholders 1.96 times (2044/15 5) she return om asets. oerpre this wih ati 
‘hough, Pepsi's higher leverage meas higher csk aswell In down times, Peps 
‘urn to shafeholders wil suffer propetiowally more than will Coca-Cola's. 
From the perspective of creditor, We mht look at whic company effers the mo 

fone margin of safety ints of is silty to pay fined crest charges 


__ Nelncome plus itorest pus axes 


{In this regard, toch firms provide an aequate mary of sey, The interes verge 
tos seem 0 inceate an ample safety castuon for creditors, particularly when cnsiert a 
conjunetion with their deecusty ati. 

iahilities also can have misleading efzcs ow the income tnemen. Desiion 
shold ook carefully at gains and loses produced by early extinguishment of de 
have nothing to do with x company”s corral operating activities, Unchecked, 
‘management canbe tempted 1 seedale det bu¥buoks To provide discretionary inser 
don years or even losses in up years to smooth income overt, 4 

Ales investors and lenders also look outside the Francia statements for risks asec 
‘ith “of balance shee” financing and other commitnents that do" sw upon he fe 
financial sttements but nevertheless expone a company ia ssk, Relsedl, os 
Aavempt wo actively tnunage the rik assorted with Whee ad other obligations. I 
tant for top management ro unwersand and closely monitor risk management sakes 
‘Some ofthe Financial esse that have grabbed headlines in recent years were permite 
‘luck of oversight an scrutiny by enioe management of companies involve. Is i 
‘important for investors and creditors Secome informed about risks companies fc al 
how well-equipped those companies ae io memaging that isk The supplemental sk 
designe to communicate the degree of isk anociated wih the financial instrument 
cuss inthis chapter contribute t that understanding, We examine the sigifeance Of ka 
“commsitnents inthe next chapter. 


Cameson-Brown, In, consacted for Hasmon Distributors a wares that waco 
and ready for occupancy on January 2, 2006. Harmen paid forthe warchouse by nig 


= 
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00, our year note that required 7% iees to be pai on December 31 of each year, 
-saseouse was cusiom-hult for Harmea, so is cash pce was et known By eompat- 
nih sila rapsactons was determined tha an appropriate interest ate ws 10%. 


pare the journal entry for Haron’ purchase ofthe warcoase on Bamuary 2, 2006, 
Prgre (eam amytzaion schedule for the four-year tenn of che note ae (b) the 
naa ery fr Hanna's rst imerst payment on Decender 3, 2006, 

+1 Suppose Harmon’s note had Neen an invallment note toe padi foar equal payments, 
‘What would be the amount ofeach tstllmient if payable (a) the end of each wear, 
epig Deere 31,206 1) ath ning of chy: Begin on 


rye the journal entry for Harmon's parchase ofthe wavehowse on January 2,2008 SOLUTION 
Present Values 
inerost ‘3000 RPaT® = $199,702 


inp 390,000 6.68301" 
Presnt valum cf the note 
“prereset oe ray 4-961 


Jal ent for Hanson's rst interest payment en December 31, 2006. 


o cath etectve Increase Outstanding 
Dec 31 bterst intrest In Balance Balance 
nau) Cuanios 
Feet aroun Bato 
ae Sete eteet 
06 som aoeraeiny~ staat was 
a e300 “somszasa)- e285 ssu57 
00 so “so@sasan ~ ase 75451 
cd som T0UWTSAS1)—_ws4v" ro) 
2200 ise 


heen ce debe 
luton tro the 
1 Suppose Harmon's note ha been un installment nt to he poi in four equal payments. 7 
“Win woul be th arnt ofeach inline pablo thee of each Yar, 
tesoningDeceber 31, 20067 or (bathe bepaning of ath year, Dinning ca 
Sauary 2.20067 
saan cm Jal 3256933 Aires maine 
2 SAN. romped = z oe anes 
Amount of aan 9 foray Installment pment pened 
estan = sm35%6 ‘Spumante mate 
Aon of aan Iovate pa Sie ping 
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Fran erent an bite 


DEBT RETIRED EARLY, CONVERTIBLE INTO STO 
OR PROVIDING AN OPTION TO BUY STOCK 


Early Extinguishment of Debt 


‘As the previews istration demonstrates. dcbt pad installment is systematic ei 
vec the term tn maturity $0 tha at the designed marty date the vata ba 
‘ayo, When a matrityarpount is specified asim our eater Mustraions, any disco 
‘ao has bee systematically eliced Zee a a the maturity date and the de 
simply by payin the maraty amount. However, gan ora fos may result when St 
ned efor ts schosled matty. 

Earlier me noted hat call featre ctmpanies roost hands protect he sue ag 
declining interest aes. Een when ov ae not callable, the ising company cat et 
‘bonis early by purchasing them onthe pon tare. Regardiess ofthe method, when dt 
any type is rtrd prior tis scheduled maturity date, the transaction i referred os 
‘estinguishment of debt, 

‘To record the extinguishment, the account balances petinea to the debt cbviely 
‘ie remove from the books, OF course cash tee fr the amount pald—e ell 
‘or rmarkes price, The difference between the currying amount of te debt and the 
tion price represent itera gun ora loss onthe early extinguishment of debt Lat 
tinue near example fo illustrate the retirement of debt prior to its scheduled 
(lossation 12-5) 


Convent bor have 
eaters sf eth deb 
sna sgaey 


Convertible Bonds 


‘Sometimes corporations inelude a convertibe feature as part o 
Inte bonds car be converted into (iat exchanged fo) sates of sock atte oto 
‘bondholdcr. Aniong the reasons For iss convertible Boas rather Mus rah dee) 
Ao ell the bonds at higher peice (which means wer eflecivefterest cot) (0) 
8.x medium of exchange in mergers aod acquisitions, und (c) wo enable smal fms 
<cbicheayy companis t obtain access io the bond market. Sometimes converibe 
ferve as an indirect way t aus stock When tore is shorholder resistance to cet 
oF adatom ey 

Centra o each ofthese reasons for issuing convertble dt is that the conversion 
{strate o inventors. This nybid security has features of both debt and equity. The 
‘nas fied: income security that can become common stock f and when the fir 
makes tht fesble. Tis inereses the ievesor’s upside potential mile Hating the nse 
Fisk The conversion feature has monetary vale ust how valuable ies depen oh 
conversion terms and market condition But from an aecourting perspective the g 
‘ised is how fo account for its vale, To evaluate the question, consider Mlusraion M6, 


Rcrecivabaicnronaemanetaioononremmmeeteertent 
Ta cteectonet iter: Bore e Pi Acne eed atc has 
‘Sina sarnne se none el oe ema ae 
"entrar nitro lye msn Wht ae hc Ae 


—- 


‘Uma appear that the conversion featur is value by th: market at $5 milion—the if 
be between the market vali she converse nds, $103 oilion-aed the marker 
of noua hia Seen i en et 


ipa ences ofannbel eons oer peehen te erscrney Rees 
‘sfornonvonvertble bis Treating the features wo inseparable pars of asic 


for the separate value ofthe conversion option, all subse= 
ees, clung the periodic reduction of the prein, ate exactly Ae sae 6 


‘ns. 
SIMS 190 id address accounting for“reetanding” hyoed secures. It requires that 
sek oerinacil invents that a company is obligated toby back (mandir se 
uh) st be reported i he balance shew aby, no a shareholder’ equity. 


EN THE CONVERSION OPTION IS EXERCISED 


the bonds are removed from the accounting records and the new shar neve are 
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ecuae of the 
Inoeparabiy of heir 
‘eet and equny 
eanaren, hee 
te rc 

corded a dee af 
they ate nonconverile 


a single investor ad parched she 50,000 pond being converted hat company 
record the conversion a follows 


Tnyestors often ste reluctant to conver: bands wo stock, even when share prices hae 
‘Significant since tbe converble bond: were purchased. This is because the mae 
te convertible bods will ise along wih market prices of the stock. So eorspanes 
{ims ty to induce conversion. The motivsion might he to reduce debt and become a 
‘ik Lo potential nders or achieve a loc dcb-tveaity rai 

‘One way is theough the eall provsin. As we noted earlier, most. 
callable by the issuing corporation. When the specified ell price i less than he 
value ofthe bonds (dhe market value of tne shares), ealling the converuibe boade 
bonuiholers wih incentive to conver. Hondholiers wil boos the shares aber 
Tower call price. 

‘Occasionally, comporstions may ty w encourage Voluotary comersion by oe 
‘nded indocerent in the form of eas, sock warrans, ora move atractive com 
‘When aditinal consideration i provided wo induce conversion, the fit vale of 
sideration i considered an expense incwred to being ubout the conversion. 


Bonds with Detachable Warrants 


Another (ess common) Way to sweeten» yd isse i to ince setachable 
‘hase warramts as port of the ecw rsue Ask warrant gives the invest 
purchase stated number of shares of camanen sock a speed apion price, i 
‘given period of time. Like 2 conversion Teste, warrant uiualy sean 2 fwer 
‘nd often enable x company to issue deb wen borrowing WoUIA do be fase 
However, unlike conversion featur, warants eam e separated from the bas 
‘means they can be exeresed independently trae in the market separately ren 
‘having their own market price In easence wo diferent secures —the bona a 


the allocation This is demonstrated in istration 14-7. 


‘Fame Care Creme Se fst Sr A eC 


‘The $0 mat value athe date of exces not med n-valuing the ational shares 
‘The now shares a recone atthe oa oF he previcusly mossared vals of both 
warasa he shares 


Sowumion 


following 


‘Soe 1: ale 
(0 Oxte 20. he Cnpratin sd ai witha are pop! acon of 3800000 
log. 1% est ae The nde wl vam ow Sear 18,2019 sh ae ec 
‘ign ofhe Coan Tenet ese esol cn Match 1 and Septet 18 DG 
sro ec he as any ie eying epee 1,208, whe ore 
frp trough ait, spe emp piss engl fom 12% pencil nag 
‘eages np amen ehh 2012 whe he pect sett 1 icf wae Te 
‘Tiseing she bomdstaig31,09R00, nh cet of $5.0 00 ace ena el 
like tls ng be sigbre cial sd he eet wet egenely. Newb 
Noms or the year ends Decenber 31, 200, v= 4D 000 an 5252.00 peciney 

‘Durie the year ceded December, 206 he Caputo unas pes abt 
SLI ae arcu he bande or S14 DI, nclading esr et. Te 


From the information provided by Olswange in Now 12, you should be able 19 
some ofthe joumal ents ths company record in connection with this bond ie, 
Required: 

1, Prepare the journal etry forthe 


2. Prepare the faa entzy Toe the epuichase ofthese bonds, asuming te dae of 
fepurhate was November 15, 2006, Toe accrued intrest for the two-month peri 
between September 15 and November 15 would be $200,000,000 14% x #0 = 
$4,667,000 (rounded). Assume the entry to accrue interest vas recone separately. 
‘he cash pal to repurchase the bonds ws $219, 33,000 [§224, 000-000 (amount 
~ $4,667,000), 


1. Prepare the journal entry for the issuance ofthese bonds on October 3, 2085 


pci aes") 


2. Prepare the joural entry forthe repurchase of these bonds assuming the die of 
‘repurchase was Novernber 15, 2006, 


Bers pole nena raha ee 


oneal a BI 
Discount on bonds ped gen in na) 
Bond suecstigvennete vs 


SOLUTION 


‘What does it eam tha the bonds se fst mortgage bowls? What effect des that have 
‘nfinaeing? ip 83)) A mortgage bonds backed by 2 on speifies veal state Owed 
bythe fuer: hs mates it ess iy than uncured bt Sera Leader ea expect 19 be 
‘ley the barat higher ce flower Ineest rate 

From Service Leade’s perspective, why are the bonds clo? What does that mesh? 
{88 The cal feature gives Service Lzader some proletion against bing stuck with 
‘ey hgh cost dent n case interest ates fall dung Ts years to maturiy. Service 
leider ca by bck. a the bonds from bondhokiers tore te 1-year matty date, 
ty une 30, 2008. The eal rc is prespecies at 103 pret ofthe ac vale—$1,00 pe 
‘000 bon 

Aw wl Ibe passe a sel bonds paying investors 6.250 when other, sbi invest= 
‘ents wl prvi te investors retum of 6.56? (p66) Service Leader wl be abe Co 
‘elit 25% bans in 928% markt only by seling them of «discounted rice, below face 
esr Bonds ae pce by the marketlace to vld the ake ate fire fr secu 
‘yest sila ex and mature pce wil be the presen ale of alte erode cat 
es ames ace mrt tated cate) nthe preset wae of the rica peyable 
muy, both courted atthe marke ate 

Would accounting difer if the debt were designates as notes rather than bonds? 
(575) No. Other thincs beng euch whether here cle bonds nots, oF sore other 
fir of dette sare accounting principles apply Trey wil be recorded at preset value 
2 interest il be recorded athe mare ate oer the tern to maturity 

‘ey might the company choose to make the bonds eonvertibie into common stock? 
{6 631) Convetbe bonds can be corte a the option of the onder tases 
(a0. Sometimes the motivation for ssuing convertible Sods rather than stright de 
tse the hands asa medium of exchange in merges. and cation, 353 way For sraler 
fis of deb heavy compones to abtan acess to the bon are or as anToiet ay 
ise tock when there isshorehelder esstanee fo rect uence of additional equ, Nene 
(i oee ser pertinent to Sere Leader The ot Hey anon ella a higher pce 
‘me conversion feature attract t invests Investors ve a ied-ncome Security tt 
Conbecome enon soci cumstances mate that aiitve The mvesor has aia 
sss for higher recut owe ik ied by the unesving deb. 


‘Tit BOTTOM Line 


1. Aliabiity requir the future payment of cash in gpeciiod mounts at specified dates 
‘Aste pss, tse! accrues a de athe eflective interest ate tines the amount 
‘ee det oustanding during the perio. This same principle apie reganles of he spo 
‘ic mf the Hai. 
Fes of sappy and demand cause a bood to be price yield tbe market rate, cals 
lee the preset value ofall the cash Hows require. where the discount rat is the 
‘athe ate Inert necnayt the effective market rate iterest lipid by the ule 
standing balance (during the intrest period). A company s ermited to allocie a is 
‘oft oF a premium equally to ach psi over the ter 9 maturity i doing so produces 
ult tht are materially difevent fo he interest method 
concept aes ae account orn precisely the sams wa ab bonds. When noe is 
ued with an unrealistic interest rate the effective macket rate i used both to deet- 
‘eth amount reordel nthe transaction and a recor period Saerest thereat, 


(ERE TROuBLED DEeT RESTRUCTURING 
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4, On he balance shee, disclosure should ince, for al longer torr he 
{gale amounts maturing and sinking fund requirements (i any) For each ofthe we 
years, Supplemental dielosure ae needed for (a) offbalance-shet ret o 
‘a (b) concentrations of credit rand e) the a value of financial 

|S. Alin or ss om carly extinguitoent of det auld be recoded fe the di 
tween the acquisition pice andthe carcying amount ofthe detn Convert es 
acevuite for as strat debs But the value ofthe egay feature i recorded 
for bonds issues with detachable warrants, 


‘mens, the developer had Bornwed hurdreds of milions of dlls from sever 
banks. For years, events occured as planned, The investments prospered, Cah om 
high Interest payments un the debt weve trely and individaal ans were rep 
sma 

Alot suddenly however, the wal estate limats inthe rion soured. Invest 
had provided tundsome profits now di not provide the cash How necessary Wo ser 
debe Bankers who had loaned subssndal dst Billard now faced lem, 
Contractual interest payments wese psd, the hankers fa the legal ight to dem 
‘ment, which would free the develope 1 igual ta major pat of Uh proper 
‘aise the cash. Sound business practice’ Not necessanis. 

crit force liquidation, hey theo mut sha among themseles the cash rad 


Ininrize thet lenses by tetractaring te deb agreements, rahe than by foring 
‘When cng the original terms ofa debt agreement is mocvatd by none 
lis experienced by the debtor (orrowe, the new arrangement is refered 10 a 8 
debt restructuring. By dfintion. a trubled det resiroctaring involves some 
‘on the pat ofthe eveditr (lender) A tubled det restsetring may be achieved 
of ovo ways 
1. The debt may be sete athe tne ofthe restructuring, 
2. Theedt ay he comme, bat with meadied rem. 


Debt Is Settled 


Inthe sation describes above one civiethe bankers bad Wa ory to actly ee 
deb outright a the ime of he tue! debt resting, Fr instance, «bak ol 
'20-milin not tram the developer mht ares i accept 3 prety vada ea 
ron ay ial setdemeot ofthe dete 

nat ora xual othe diflerence between the cnrying amount wf the de andthe aval 

‘eouming snc prope nsf The deta ay ne oad he crying aman of mse 

Sogn recorded Yate por o recording is exchange fora deb, Toe developer in ur example fr 
‘would nod to change th recorded arin forthe ropety peed in the exchange 
Iment iis eae at an amon other Vn ts $20 wlio far market val Taha 
ance, an onary gain o os denim of aust ld eto 
sition HAC 

“The payment sete = deb in a rovhled deb evens might Re cash oa 

asa as ine exarpe he or even sao the dber’s stock, An enarpe of 
Stock being ven in exchange for db forgiveness the elated rors 


bt und he fae valve ofthe assets) or equiy securities transferred. 


= 


“Re ssume nthe previous example that rt Prien Bask agree to accept property in 
seremeat ofthe debe. Amore likely occurence wok! be thatthe bank allows the debt 
mine, but modes the terms ofthe deb agreement to make teaser forthe debvor to 
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‘Whetier or wt theres any rel eect on necuty pices, sometimes of-alance see 
lps fem avoid exceeding contractual Limits on Jsignaad financial ais (ike 

ic oly os, Fr attnce).* Wha fhe operation an el Snaclal wch ach 


‘apital Leases and Installment Notes Compared 


ex the previous capes how to aout for an talline not: Toa gseat extn, 


Now lets suppose hat Sill Graphics iasead aul che pocage-abeling machine 

Hogher Barker Cogporation under a three-year ease that requires x setnignnoal 
payment of 139,887 cach, Obvounly, the funda nature ofthe ranaaction = 
the sae sur of wheter its negotiated a an ncallment purchase Oras a ease. 
would he Inconntet o-acen or Hh ease a odaentalyeileent way tha 


"eure ams sth be enon et eH he ee 
aie anata ee 
on fans pean FS oRACA hai 
har rte tc me mt ahd gcc cA nn 
Sa a i lo agate 
mote apres prt mw tee nto nw ena a 
ax ones heee inpneninapeteatr arson sca mana cone 


eet net ac tat Cas ek cic oe aren es at 
Se eel cD 


ma 
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ecteetterny bb 


‘Consiscot withthe matre of the transaction, Interest expense accrues cach period at 
effective rate ees the oustanding balance: 


Inter Compared for At the Fist Semiannusl Payment Date une 30) 


‘apres reduces 
tpi 


‘Because the late payable balanes declines with each payment, the intrest becom 
‘each peiod. An amortization schedule is convenient to rack the changing amcwnts as 
mn Oraphie 15-2. 


‘You should recognize this as essemialiy the same amnrtizaton schedule we sein 
‘previous chapter n conne:ton with oar stallment note example. The easo forth 
arty isha We view a capital ease a beng in substance, el alent an insane 
‘his. So naturally the aecounting tease ofthe two essendally idenSeal 
should be constant, 


Lease Classification 

‘Alene js aceointed for as liber real surecment or  purchaselsale accompanied 

‘Anuncio. The hive of weeouoting metiod hinges onthe nate of the asin 
‘Able caenpe of ‘Capita leases are agreements that we identify as being formulated otwanly 3 
secourtng ib mulotance put which nei reality Installment piteheses. Sometimes the re ate a any 
artes is obvious For example,» 1-year noncincelable lease of cmpaier with 4 10-yeat 

lie, by which tie pases wo the Jesse s he ed ofthe leave erm, ohwiowsy moe 

=~ 


sts purchase than reotal agreement, But what if he tems ofthe contact do not 
“nc ile andthe ease ter for aly seven years of ths asses 1-year Ue? Suppose 
terms peri the louse cain Ue unde ers prearanged eoitons? What 
mpeneaion pride! y the eae tact nearly equal to he value of thease under 

"hese stvationare less clearcut 
‘Profesional judgrent is needed to differentiate betwocn leases that represent rental 
risa those hat i ely ae insaltent purchaws/sales. The essential question 


er ade or mone ofthe owe ait Ted in raphe 15 are met" Oaherse, i 
fn pearing Wass. 


“Lt Ink closer at these enter 
Shce cur objective ie determine when the risks ae evant of ownensbip have en 
1 the lessee, tho fst erterion Is sel-evient opal le pass to the Hasce 

“rat the end fhe lene term, obviely ewe tbs are ranfered. 
burgnin purehase option (BPO) ie a prowaio inthe lease contract that gives the 
the option of purchasing the ened property ata targa price Ths is defined 9s 
sffleoly lower than the expesiod ai vale of te property (when the option be 
excreisable) thatthe excise of the option appears reasonably assured at the inp 
ihe lease. Because exercise of dhe option appeste ‘casonsbly assured, uaasier uf 
pt expected. So the lope ofthe second eniterion i similar to that ofthe ft. AP- 
esieion 3 in pectic, too ufea is more ffi because i necessary 10 make 

<gment now about whethor a futie option pice wil be» bargain. 

Hamat easel fro of i tule, then moto he Heri aaron 
(owersip are tanserted to the lessee, We pesune, ie afta hat 75% or more oF 

commie Hie of he uct ia appropiate tes pint oe thi pupse. 
Mahe net fis sro is arly ior inlemenation Smet 


coweren 


terion 2: tes trme 
eat economia. 


6 secniona 


terion 4: Proseot 
Yalue ot payment 
Wes t rales 


Fel nena ed iio: 


plus any periods covesed by bargain renswal poms” A bargin renewal option sive 
lessee the option to renew the lease ato bargain ate. That isthe rental payment isle 
‘nly lower tan the expscted farrell ofthe property a the date the option becomes 2 
fereisable tha exercise ofthe option appr zauomably susie, 


ofthe economic ie af eased property ase subject o dhe same uncertalny Rion 
‘os estimates. This uncertainty present he opporuity ave testi cae 
‘hid xitarion nt vo be met 
Finally. ifthe inception of the lease occurs ding the Tas 25% ofan asses 
this thie ction does not apely. This = consistent wih the asic prise ofthis xe 
that most ofthe risks and reward of ownership occur dng the ist 75% of an see’ 
ie lease payments required by ise contact substantially pay foro leased x, 
logical to identify the arrangement as alesse qv oan installment purchase Th 
ation i considered io exit when the preset vahic of the minimum lense payments ga 
to oe greater thar 1° oF dhe ar value othe eset ate inception ci the lease. In ge 
‘nininmm lea payers ae payments the lessee is requted 19 make in conection Wik 
lease, We lok clover atthe make-up of rinimum lees payments Lar in the shape. 
“The 97% recovery eiteron often isthe denisive one, Ax mentioned earlier, see 
tay to vod whiting a lease agreernent that will equine recording an asset and lai. 
this an objective itusally relatively easy avoid meeting te fis tree cir 
‘ver, when the underving motive forte ease apreement is that the Taso substan 
‘quire the asset, it is more ditfeul to evoid meting the YW recovery rien 
defeating that motive. New ways, though. continually are being devised ti rte 
tw avoid meeting this xterm. Later me wil lank at sre poplar devices tat esa 
‘Again conssent withthe basic premise that most ofthe rks and rewards 
‘cet during the first 75% of an aes, this fourth criterion does aot apply i he 
tom ofthe lease oceurs daring the last 25% of an asses economic life, 


ADDITIONAL LESSOR CONDITIONS 
‘As we sav in the previous section, the lessee accounts foro cuptal ese a if an ase 
rchsed—recoeds both an aset and allt atthe inception of the Tense. C 
‘would suggest hat the lessor inthe seme feme trtaation should record he wale of 3 
Ince, conssicney isa goal of dhe FAS ease accounting stundatd. The fou afc 
vio ereria discuss i the previous secikin wppy oth parties othe transaction, 


rascton, it x necessary also fo satisfy the conditions ofthe realization principe we 

Chapter 3. tn particule, the FASB specifies tha forthe Tesoro cord Bese 
diet financing lease 0 a sales-cype lease, two conditions must be met in adéton to 
of the four Casiteation nena These arene in Graphic 15-4 


noe case ofa stks-ype lense (discussed later in Part of this chapter in which the 
mogaizes sales revenue, the reason for these additional conditions i apparent; col- 
‘Of payment and sual completion ofthe ean process ae coms of 
en realization peieipe. This lope fs extended to agreement classified as dee 
Tenses. Although sles reveoue snot recone in adiet financing las, the leaned 
‘sremoved from the essors books andi eplaced by a recelyable. 
Aho uniformity of elasification ia goal of lee acount standards, is ovo 
he abliioal condition allow tacasistences? Indes i lease negotiations a8 je 
oft partes involved often to dove terms tat will ul in saleby the lessor but 
operating leas hy the lessee? 
‘Tithe eraining sections of Par. of tis chapter we consider, nce, operating eases, 
financing lenses (capil leases 1 the less), and sals-sype leases (capital eases 10 
se. 


ese doesnot meet any of the criteria for» capt least considered w be more in 
suture of a rental agement and is refered to as an operating fase’ We assume 


[Lets look at an example that asrates the relatively sraightorward accountng for o> 
ing latex The erie example comparing 1 capital lene an italien pclae 


“jal enlries for [usration 15-1 ae shown in Wustraon 15-1A. 
les operating lem, ents ccogaizeonwaight-line basis unless anther ste matic 
more clearly reflecs the benefits of the ase’ use, So, if eal payments are u- 
insane, feat imrease are scheduled—the otal scheduled payments ordinarily 

be expensed equally (straight-line Bais) cover the leas teen 


PAYMENTS: 
lease agement call fr avance payments be mae 9th inception fhe hase hat 
prepaid ent. Fornsanee, cmon fra ese Jo pay a Pons i eu fr = 


is peoticallyreporied inthe cases consists ofthe pero reat payments themselves 
alles portion of prepaid rent This demexsteated 9 Thetis 15-1 
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Seen ne 
ronoperating este are 
Scenstert enh tee 
ofthe revenue 
‘eakation prin. 


me secniowa 


uustmanow 15-1 


eason of 
eer cna 


nd strmerta adios 


nana) Sar Pn a omer nd ining i 
"SFr ne arr sptos nr sd pment of FIO begieg Jaman 
20s the reapon of at and cn nyt rough 200 Theo a oe 
‘pe ernined Se yo 


tranaers | HS No 
itimetemenguatenediemee! te 
; bai 

Trcrreenieel reo orca 
acvareen 

ee anal ~ 15348,685 < 90% of $479.07) 


payremts 
‘Sins nano of th four elmieationcnaia sre, is isan operating eas. 


“Tres nn sete 9= = 108 rect Cn et perce pyre 8 
Bec rhchtaren 


‘The cparating lute detctboe in ration 18-1 recorded me fltows: 


Depreciation experse Ralisa tape rata 
‘Accumulated decation | amis 


Sometimes advance payinents nce ser depots tare refute abe 
sion athe lease or prepayment ofthe lt period's rex, A efndabe asc 
fecordad cs fog ter eevable(y he eee) and abit fy the en ares 
expected Yo be returned A prepayment of he as pei’ rent recorded x 
Sou allcated rem expense eset diving he a pe te ee tr 

‘At toes, ase agreement al for uneven ret payments Orig the tenn of 
‘One way this Ean ours when the is! pay ent oe aye Seer mens 
“Tis scaled arent aatement. ;- 

‘Aliematively, ent payments maybe sche increase pidicaly over te 
term Inany event the tl rent over th enn of teense allot in 
‘vatsight lve asi This means de Gera) upd porto of ea expe 
‘etd deere ent expense payable tern ete en whe re 
seed rent expense 

<= 


in Huatrason 15-1 etun fr lomer paride pay e $90000 each. 


coe A000. 
ai alse 20900 
‘har et a oa ym ay 
‘At Each ofthe Four Payment Dates 
Serf Publichers, ne Lessee) 
re 99.000 
Paap ne CLAN OTIC NII 1 yo. 
see emt evenness 
[Ashe nd of Each Yoar 
fee 90,000 
10068 
ea.09 
1oc00 


sets is cost is allocated as depreciation expense over 


sed rope are not cnsidared leased irmproverens. 
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Uwe Sone Sec paid» $4000 bor lacvance payman) «the inception ofthe as = 


409% 


von 


Po00. 


0000 


10900 


F000 
18,000 


ies a leaiee will make improvements leased propery that reverts ack tthe 
athe end ofthe leas, Ifa esse const new bung or makes mosificaions to 


wll Bethe shorter ofthe physical life of the asst orth lease tem Theoretically, 
sets an be ecorded ia aceoutsdesciptive of thee nature sach as buildings orp, 
pease the madtionl account tide used is leasehold inyprevements.” tn any ease, the 

ated cos usualy i reported in he balan sheturder the caption property plan. 
eoujaent, Movable saci he office furniture am e.pncat hat ae 9 allached 


‘Darn. 2005 hundreds of companies, particulary inthe retail and restaurant industries, 
wen’ one ofthe tos videspead aecountng comeetin evens ever, Comections were 
te way these companies, inchuting Pep Boys, Ann Tayler, Target,and Domino's Pizay 
llc the cost of enschold improvements, Ralbct han expensing eschold improve 
propery ver the lease terns, these fins for years had appropriately expensed the 


Aaysteanon 15-18 


ito tne lores 


Hundred of fee in 
200s corrctad the way 
hey scot Yor 
hone 
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cost over the longer entinated useful lives of the propertis, Prompting the peeping 
sons was a Secunis and Exchange Coramision eter on 


ceeleraing 
Garp, ecole «chase of $139 ion in is 2004 fourth quar 6 ali x 
sdiference 

‘Let's tum our atention 0% to for leases that moet the enter and 
for lasitication as nonoperating eases oy both the lessee and the lessor. 


Nonoperating Leases—Lessee and Lessor 
+105 in te operating les sratoe, we sumed Sans 
Sen aed copier ety Irom > mula 
Now ls asime' Bani inemediay povided fe 
& nail by acuuirig the vopicr ae lensing i the 
toe Ato enparly veld unecesry folion 
tha aang ets night cal he example no 
tation 15-2 on te next page sues al ence 
ff theo wel on snore 
Suicstmcend af batheanpuaey ved oan 
Tadialy, he Iee Wer the roth 
seco lens, an he let us the es abd 
[As you st) the oie in aca 15-2 hsp in 
‘nd that bah method chev the sae et and 
Retell elie tatod onl tear! 
sod The sn recorded capital) hy he eae ee prset vale of he 
‘mcrae kane ane puters However, he fa Vals ofthe ant lowe ten th na 
GEsromr ci record va of the we should te io fae ue, Uo tele ma 
{te or dlr he ira ely wl th sus con S400 me | 
ey carte ar hon Soper bears ech a ope yO 
bs te mcpon ofthe a he fa alae igh be derene Whe Went a 
‘den teu val of propery the ean theese rn Wl eb 
lating pce ced by any sou ore ccts), We ay tsi 
‘lege ene} nx a weal cca, are conan ny ese fa Yl nk 
ace esa ting ece 
"hese ont ha he ni $10.00 fit cea payment ape pri 
vin "Boca ecues ah nepal no nea ha 9, Sera 
Inert encore Guent rn pens eid inuet onthe otanding buen a Well 2 
Seow st Coon at tues tt eltaing bane, As oc sa tel popes a 
Sisseemeesuts Sows ease sce on th S07,01 tlans oustanding daring 207, reel 
opie” eden 5-000 
asc hay sie te nt meta es) ofthe get eon he a 
balance reas y 62002" prin a he 100.00 payne ining 
catncrrepd The ese ally chord dct te tet ee eo 
tried ef of ng ho ei by 108,00 on Weare ate 
$i ns eau by 337.908" 


‘ae net pce sh ce eden me on sR al 
‘nite varicose br 
aoe yon ea TAME Bape ey i 
Secreta ree ot lis dh me ih ib oe em 
shot tsa os ncae anaerobes opa 
erect ei eunsan Renn da 


= 


econo 31,2006, Sars Ser Publaher, nc ead » copa frm Fret Ft 
purchaved she equpment fom CompxDec cerpoation scan. 

"he ate agroemont pects annual payments begnins Oeeomber 31,2008, he reap 
ofthe las, ond tea 31 fou 2017. Te 2 year tase tem seal 


argent 

Scar ene arr sgn bu spree Me ne i (793 et 

sa any inn pin "na a ae 

eee meer nel ie yerisbw eed ate eoaty 

it ane a ea dec ang lease Ft Linnean To amnere 
mcr fas 


8479079 + 479079" = $100.00 
tears ee 


cot paymenss 
“rote twats 9 


oF coss, San Ser uber, ne views the ranucion ry the other side, The price 
ete pay forthe copier nthe pert vl che fet payments: 


‘00.900 = 479079" ~ 479.079 
‘etl eee’ 


payments - 
tee ancy coe b= 


twos 


00.00 


{60,900 


fe morzaton schol a Graphic 15-3 shows ho Ue lease balan ane eesive 
stange over tho six-year lease tem, 

Fach eal payment afer the Fist inclodes hot ana. that presen iatrest and a 
iat represents a eduction of principal. The periodic redvction of pinepal ic sui 

tc, atthe end of the ease term, the tata bala is ver. 
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lhuusrmanon 15-2 
Monoperting Lesses 


Gaamnc 15-5 


Lease Amortization 
Schedule 


2 hnerst 120.989) 
San sflecive rate 


ret Leaeaorp (Lover) 
aah ted gmat oc inesionccie wovesaecevraensaes O00 


near ines oven 
Tntecex nvrve 1% » at,608 130821 


"dur adegl cee runba ane 


Anitteresting aspect ofthe emoctizaioe schedule that you may wat to ae ipl 
‘elas toa disclose requirement that we discuss atte end of the chapter. Amn 
ings the esse and Kessor must report separately the curent and noncurent partons 


ample af we want the amounts to report n he 207 balance set, efor to the exe 
the schedule. Te potion ofthe 2008 py men tha represents princi 


bility forthe lessee athe curent an sonsierent net investment forthe lesser. 


DEPRECIATION 
Depreciation i corde for eased vse nu manner consistent with the lees ws 
‘ey for depreciating ts operational uses 
y End of Each Year 
‘Same Serf Publishers, ne (Lesion) 
Depreciation expanse 5479079 4 Ayewse) eae 
‘Recuralsied sepreiation me 
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Period. The lesee normally shoul! deywesite a leased asset over the 


‘eerigton of en stand eed deecaton pie ina ent ces 
1S) Kroger Company epee el ae doco 


INTEREST 
‘porting period ends at any time between puynent date, 1 necenary 10 
(un aijsting etry) ay teres that has acevo inc interest was lat coe 
puosely avoided this step tthe previous llusation by assuming hat thease agree 
sesfed rental payments on December M—-the ent of the repeting period tif 
were made on oot date cr ifthe company’s fla year ended oma date cther 
December 31, accrued interest would be toconded poor to preparing financial state- 
For example if the inception of he Jase had bce ay Inter Unntary 1, 2006) ano 
fuymeats Were made on frary 1 of each year, the elective intrest amounts shown, 
eae arsrtization sled sill wold be apepriic hut would he reeneded one day 
a seu rental payment For ists, the seco ash payment of $100,000 would 
ron Joa 1.2006, bat he inkesest component of hat payment (347,908) would he ae 

day ears a shown in Masration, 13-28, 
that thi is consistent with oeording accrued jntsest on any debt, Whether in the 

of ote, a Fond, ora lease 

esumed inthis lustaion that Fiat LeaseCorp bout he opie for $479,079 and 


cng bees Ths lo en tng ade. re petite pe 
fears ont tr func ors (lp erp Sone 
cre do chin coe Olen ony copes fa Mf Cel Corpora, 


‘Th dapraiton 
Pero evs wo 
[ease tem ane 
‘the lve provides or 
‘anaeroftle or 
oo. 


Soumon 


reset aha of 
‘minimum esse 
Peymonts. 


rs naan an 


‘United Celular Systems lease stele transmission device from Pinna 
‘ices on Janaary 1,207. Pinnacle pai $425 483 forthe ransmission device: Ne 
et values $625.48. 


‘Semisnrual rental payments 

Economie Me of teat 

Inereat ate 

egulrad: 

1 Prepare the appoprite entries for bth nied Cur Systems and Pinnacle 
Services on January 1, tk inception ofthe Fase. 

2, Prepare an aeration seh ths sows the pattern of interest expense fort 


Sng canes on Deemer 3, 30 seo of bh comps Bra yeah 

1. Prepare the appropriate entries for both United Cellular Systems and Pinas 
‘Services on January I the inception of te ease. 

Present value of periodic rental payments: 


($120,000 5212264) = $405,883 
‘Pet nanan ech 


sched that shows ibe patter interest expense for United 
Celia Systems an teres revenue Yor Pinnacle Lesing Services over thease zn. 


Decrease in Outstanding 
‘lance Balance 


Date Payments _ Effective interest 


W  Crseanctg bare r 

e2s.a83 
2g000 vzoo00 505.483 
‘20000 06505483) = 20329 mer aisate 
aogoo os (aisa12)— 24949 0s) aan 78t 
tzocco —os(san7er)— wate 00734 2aaar 
$7000 (225007) 13200 to8g00 © 118207 
tooo (113207) 470 11307, ° 
0900 Cr 


se setng sternal 
he appropriate enries to record the second lease payment on Joly 1,207, and 
ies on December 31, 2007 (he end fot corspaniesFiseal yer). 


aye fers from wrt financing lee in oly ne espec a aiton fin * 108 
ene are Over the ake tem, the lesor recive» manuactirer’s or dealer's 


=— 
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‘profit onthe “sk o th ane. Tis wdtonal profess when he i vale oth 
{ual the resent vale othe minim ese payments, oF ling pie”) exces i 
‘rearing vale ofthe ase so Acconingforaaewtype leases the sae 
Fnancng ease excep for tacanirng ie prorat the aceite eae 
“oillsrat, les modiy or previons “Asse ll ft are the sae 


‘You should recopnie the similarity betwoen rong both the revenue and exc 
‘nents of his sae by Ise and recording the sme component of other sles 
She ae fay prot, goss pos he erence betnen sas even a 
2 Nettie fer li the enya te nce ofthe eae, whic nce fe 
‘raft om the sale, ae the same fora sles-type eae ad direct nave Les, 
Accounting by the lessee isnot fected by how the fessor clasifes the lease. Al 
centres are precisely the same as inthe previous ilustration of a direct financing lea, 
‘Graphic 15-7 shows the relatonsbins among various Tease componcns, wit 
ments Fo the previous Mustain, 


rset snr ea ert pete eg he 
E\wherstrorncen nC Te eT 


oe 


nape and ay tev are no acouating requtements carting nonopenting ene 
ese in those county ape sexu Fr a5 pera eases Dl ete 
sor Most other indus mato dierent hermes” 


ey rane a aman Bian 
Theses le gard ence Weed we nein popon oa 
abemeat 


des have residual value ad hw tat wil alex lie way th the ese ad he 
nut forthe lease usenet. 

Sago the copier leased in Musiration 15-2 was expeciod toe worth S00) a the 

fb sya lease tern. Should thi nluenee the esc» (CompuDee) calculation of 
crea payments? Other than the posileinflocce on real payment, shed the 
(Sans Serif Publishes) be enced withthe residual alae ofthe leased assets? The 
1 oth questions ts maybe. We'll we modified Ikuta 15-1 to nce why. 
hang whether he esl value ffs baw he lease reso the it gussion 

atuenes the answers "Who gels he residual valuc”™ 
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austmanon 15-4 
Residual Valve 


rath ene hide epee Nove 2 and 
tlle cc tartans eel ge ol 


WHO GETS THE RESIDUAL VALUE? 
{fee lm otss Lessee Obtains Title, Consider Compu the ess fst. Suppose Su 
Computation a 

Focey itary 

yy esd value, 


‘he amonnt to capitalize 28 leased asset and rece as2ease aby, theresa 
Ignored. The capitalized amount f simpy the presen! vale of the minima teas 


We lssorvtsne | Lessor Retains Title. On the oer hand. if CompuDec retains tide tothe ase, 
‘igs the amount tobe ould anticipate receiving the $62,001 sina value a the conclusion of thee 


chase price othe copier to jnclude, at «minum, the present value ofthe pec 
‘payments ($455,211) 

Sa2931 x 479079" = S445211 

Rental Present 

payments value 
‘Toul peran ine ste 
ART tae ata cis 

‘Whether or Hat the Jesse's cok lus a aoa due Wo he reid ae 

‘on whether the residual value fs view at um additonal “payment” by the 
lewed as an additional payment when he lessee guaruntes the residual vate 
teular amount atthe endo the lease tn 


—e 


‘OmrreR 15 


|THE RESIDUAL VALUE IS GUARANTEED BY THE LESSEE 
c the ase agrment inches a guaranty the Ise tht hess wl ecover 


eas peyment hao be pain propery, or eash © oth. As such its inluded in 
ina ease and fics th amount te lence rece as bah 2 Base 
an ease Tabilty, as shown a Moweration 15-48, 


pair 


‘on slice dha the Jesse's aleition ofthe amon wo capitalize is preciso the 
ofthe Isto's calculation of prio rental payments. This because when the 
vale yuaranted, bh view Hom aon ease payment tr accofance with 

55, the guarantee residual value fsx component of he minium lease payment or 

the eso and lessee We se in Geapic 15-8 how ths affects the accogntng forthe 

1 efleed nthe lease unszation Schedule for CompuDec and Sins Sei. 


Rican fara maken atest 


‘eaware of several points the asaytization schedule revels Fit the sx pete cash 
fe now $92,951 we calculated previously: Notice ssn tha we now inch the 

OW esdul value ay anata lease payment Despite th differen composition of 
uitimam lease payments, their present vale ($179,077 is he same as whee We ak- 
$140,000 penodic payments and no residual vale, Jowever, the effective inere 


tnmee 789 
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‘har wil be recorded over the lease fr (a neret expense bythe lessee and inter 
‘ena bythe lessor now is more: $138,507. (kway $120,921 before) The higher ere 
‘sos the fet that payents are farther ho ure, easing the outstanding lease 


parapets Tease payments iow x moe: S61" Sb CK was S00) before.) This eal 
fort payments and toast enor its ivestnc n Wh ease and ax ahown in ntaton 15-4 
Snyreucil valor” igrecurded by te lesor ae the lease reciable™ 

Auuseanon 15-46 7 ‘Sale: Type Lessa, December 31,2008 


Salo-Type Lsate mith Sans Sari Pabllshers Ine. (Lasse) 
Guaranteed Rosi! Lgased eaupment ren valve fea payin. 


vale Tense payable preet aueofieve payran a, 
Compubec Corporation fessor E 
Lave roveiable SVE 901 <4) ~ 840000) 00. ya NT 
(Cont of goods sold sors com i 30,000, 


“an vec Gree va nee pen) 
Unewries inet rence 7.508 PROM = ‘ 
Inventory of equemant esos cat yas : 


‘First Lase Payment, Decomber 31, 2006 


‘ane en eh an 


soning of ce final year. The joureal eoues that accompany this nal cash 
Shown in Mlusraion 15-4D. 


nar 
‘Accurdated depreiston 
‘Speci Saris eteevpena 1 tind ne cacsssie:  3amn 
ese 81 
Fomere tae” Unayndiwarven, dssills<A840T 
Feoeses invest Pers von 0m ond Hn " 


The dpa lee belie eee 


Fic rotamer ere 


=— 


unre ys 


A: December 31, 2012, the letse's book yl of the fully deprecated copier is its 
timed resial value If we aston tha the actual resi valu also at eas 
then the lessee is not obligated io pay cash in adation o returning the copier he 

demonstrated in Ilasition 15-4E.™ 


However if we assume thatthe actual residual value at December SL, 2012, is only 
then the esce fs requited we pay $35,000 cash oles nado wo return 
coer, Te lessee records this payment a loss. 


ese yoyiens rooted. a ewe anet anda ese ily ie imply the present 
of peri renal payments ($445,211). The sme ise when the residual yakue is 


{be residual value i viewed ws component the lesaer’s ross invest 
hc kas. So, sf we molly the previo lustrabon vo assume the resial yale i 
the esos ross investment sil ig $617,586 [892.981 % 6) + $60.00. 
sales revenue ts oly $445,211—the preset value othe minimum fase paymenis 
= wot sales eyenne inclines the presen ahve oy ofthe pic rental payne, 
ih wnguarantced residal value. Cost of goods sos wimiarty reduced by the presen 
th gurantee residual vale, ay shown ia Mixon 13, 
reveno doesn include the unguaranied residual Yale because the revenue 1 be 
ci fo the esee is ease pyinens only The remain of the kasr's gross invest- 
isn be ecanere—2o1 frm payin by te lessze (2s pesumed when the retsdual 
's guaranteed, but by selling. releasing. or ocrwisecbianing value fr the asset 
levers hack wo the lessor You might wan view the wth his way: The portion 
hee old isthe portion nx represented by the unguarnized residual Yale. So, both 
ot os an selling pice ae educed by the pes yalue ofthe potion uot od 
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hhusramon 15-46 ‘Sloe Type Leote 
Sele Tpe Loco wth Sana Serf Pubishers ne (asses) 
Unguaartood led uae cere ena ooo 
Peso Yale eve pate rer lo ene pare. 

Deslet proftie the Compubee Corpormion Lesson 

Sines whan es” Losaersconabi 972951 2-0) © SHOU 


ie oe 
ead 
ca cree eo 
Sac 
iy the tans. ke ei “a 7 
= ne “First Lanse Payment 
oe te 
pspe pee see Los 


‘ly Wonid he only $445,211 atte inception ofthe lease and would become 2210 wih 
‘nal paymect athe bepining ofthe final year, with reductions occuring in conde 
the patter described bythe schedule in Graphic 15-9. 


‘When te residual value is mot guaranteed the lesor bers any oes at res 
etal residual yale of the eased ast being less than te orginal estimate 

‘Graphic 15-10 aimmares the offec ofthe real valu leased ws foreach 
‘various posites regarding the mare ofthe residual valu, 


Bargairi Purchase Options 

‘+01 We menioned enter hat bargain purehase option (SPO) ia provision of ene 
‘oot ies theese the opin pucting ie eed prop ba 
‘Wedncused BPO nthe coiest fi ale the clacton of ec a 
‘ur ear isa ace xin A whch 4 BPO wae pone. You seal 


= 


OUTER IS tau 7B 


rt Piet rel pt compiler he 
Spacetime ht wenn nops a 
fapectaansesiners meer senpeirom cece spc een a a hay 


cht a bargin pice i dein in such & way that as sional cash payment ie 

feted when a APO isicladed in the agpeemert. Remersb, a bargain price oe that i 

below the propetys expected fair alue thatthe cxeeiseof the option appears 

assured, Because extese of the option appears he aceon of he leat be 

sured, payment ofthe option pice is expetes o occur when the opion be 
exercisable. 

“Ts lp applied wo lesee-garanted residual values in he previos cection apis here 


‘fhe peseic ren payiets the lessor must vce fom the Besnee and (b) fin 

i the computation ofthe amount tobe capitalized (san asset snd hiiy) by the 

Infact, the way 9 BPO is incl in these calculations sprciely the cae way Ua a 
est i ached. This dernonstsed ia Graphic 15-1, 


‘Thenphasie the sini inthe way aexee-guarantee™ res yale td a BPO af 
te clelaion, les asumecthe $50.00 in our lst ilstration an option peice that 
he pd by Sans Sen atthe conclusion of the lease ts prclase the copie. To ake 


Gear 15-10 
oct of Resist 
‘ale: Summary 


Grarne 15-11 


foc of» Bargain 
Purchae Option 
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‘his a “bargin” purchae option e's ay the residual value a the same time is expos 
4 he $75,000 This situation is assume Thisration 15-5. 


“ren nn Sn i= 70% 
betters 


When you compare the way the BPC affected the lessr's(CompuDes's) calculation 


“eee dn ert n=4> 108, 
ovens rea ioe! 


‘You should secngnize this asthe sae calculation we wsed when there wns 0 
she residual vali was guarantee smd so was consiered an addtional lak 
‘question you mighc havea this point lic Why are we now ignoring th resival¥ 


When 2880s prevent, anestental characteristic of  BPO—iI'seapecied to he exercised. So, when it 
{he rsd wate" the leased asset passes othe lessee and wih tie, any residual vale, And 
Decomer melevart. ham he lssse gets the residual value is inored by both parties tothe Kase, 
"Ths lease amortization schedule for ConpaDee and Sans Seif when a BPO Asi 
Jmthe lease agreement (Graphic 15-12) should look familie to you as 
Reconting the exercise ofthe option js similar to recanding the periodic reat 
‘Thats, 4 potion of te py coves etetest for the year, and he remaining 
duces the oyistanding balance (to zero with this last payment), as shown in I 
13, 


‘ecm ete penis pe nit enn oa 
(Geen oe torronavertenpcone ts sone esr sboreees rane pad alo 
eee 


=> 


tet deprecation aso is affected by the BPO. As pied out ear, the lem mot 
epedntes a leased usc verte er fhe lease Bf cers rane by Con 
‘or by the expected exercise of a bargain purchate option, the awe show be 
verte ast’ usefl ie. This elects theft at theese atcipater using 
eed et forts ful useful ie. In thi Mastration, the copier is expecta to he useful 
seven years, 20 depreciation ie $48,440 ($179,079 = 7 year 


|A BPO IS EXERCISABLE BEFORE THE END OF THE LEASE TERM 
unmed inthis example tha the BPO was etercsable ap Decernber 1, 2012—the end 
ite ee term. This assumption was coenient oust the sianty betwen how & 


ore the designated lane term ends. Since a HPO is expected to he exercised, the 
terme fr actnuntny purposes when the ojion bec exercisable. For example, 
say the BPO inthe previous example could be exer! a year earlier the emi of 
ith yeas. Te effet this scald have on aecouacing forthe Teak 1 change the lee 
nom ix yeast ve. Ail calculations woul he modified vecrdinpy. Stated ilfer- 
minim lease payments itchale only the periodic csh payers speci in the 
that ec poe othe date a BPO Recomes exercisable (We assume he opin i 

at tht ine andthe ease em.) 
‘Weave seen how minimum fase puyrents are act by residual value ae by aar= 
pase option. Les nw cones how mialbtenanee os urane, ase, and oer costs 
iy asoiaes wih nership elle execatry eas) allt mimina lease payment, 


=— 


SECTION. Franc ranean Uses 


Bs “Tom we had scussed that they e supposed to be worth $24,000 when ou pu 
pom becomes eer,” Fer insted, Thats wy we agree! the a 
‘ur, Jenkins, you bow how fest commutes econ dated. We cam rake a god 
‘that Chey’ be marth only $10.00 hse yas 
‘The ccmputers to which Femi releed were aquired by Hage. The lake meats 

‘the citer For classiestion a 9 capil lease eeept tat It contains an appar=t by 

‘uickase pion Under the fase op the computers can be purchased for $1000); 

The yar 
“We cou wold rannlig up eur deb that may” Jeska agreed 


ow could de be avoided? 
Ba you perceive ay ehial problem? 


(GMP), OTHER LEASE ACCOUNTING ISSUES 


Executory Costs 


1 OF One ofthe esponsibility f ownership th Ie ransomed io he Tse in capil 
the responsiblity to pay for maintenance, insurance, ayes nd anyother costs sly 
ated ith ownership. These are refered to as enecutory costs Lease agreement 
rewrite sh a way that these costs ae borne by th esse. These expend 
‘te capenmed by the lstce as iced: tepait expense, insurance expense, prety 
‘pense, and so om Let's etm, for example, to Husration 15-2. Now, suppose thi a2 
[er year maintenance agrocmeot was arranged with an outside service forte les 
‘Sans Sen (the lsses) would expense fis fee each year as incumed: 


SEE, MERE 


“Te ese is nafs by exes cos pa by theese. 
‘sents tat "Sometimes as an expen. fas contact wl acc tht the eso to 
races tery cans, ut ha the sie wl elses the orth ier en pone 
inne ‘copayment afl fri eas, hem exer conn ar exc 
Imcarncea of fgg henna oe pynen The il are expense ty the lees een ova 
SUSESEO?LSSS tough new. For demonstration, es poy Msn 15-2 wo assume he 
SNEhinasse”"” femal payment wore need n 11 wats the proviso the fear Fit 
fame tay the ater fe We dois ip Miran 15-8 

Discount Rate 


An important factor inthe oveml ease uation that we've glossed over uni no 
‘unt rate wsdl in present yale calculations. Because lease payments cur in 

‘ods, we must conser the me vale of inovey when evaluating thei preset ae. 
{is important because it influences virwilly every amount reported in connexion 


Irate by bth ihe escor an the ee. 
‘ete weet One at tmpc a he les gsc, Tis the fective res rae th 
heya Semone ‘ments provide the lessor ever and above the price at which the axsct is sold under the 
eine ei dred reso eon the emer ha it edwin dng hese of ee 
ee ermateeets Ea acer br ser atlniost in prechs hel ps pemen) Ont 
iShtiaetam tear ofthe esas mpc fer fromthe ae ar ash vale ™ 


[escor'simpliet rate i unknown, tho foes should use ts own incremental boron 


"cpr fete Perse teh ae fe 


<= 


Tish ae the lessee would expect o pay a anki fr were boomed to bay the sat. 
de esos impli ate i Known. the lesiee should use th ower ofthe nwo rales 


EN THE LESSEE'S INCREMENTAL BORROWING RATE 
LESS THAN THE LESSOR'S IMPLICIT RATE. 
ae few in which the lessee acally oul we Is ineremental rowing ae 
tees. We not earlier thal fike ay other asteta leas anset should wx be eco 
ta is fui market valve. Look what happens to the reset value payments if Sans 
tes ascot ae es than che 10 rate mpi ioMstaton 15-6 (le say 9%) 
{$100,000 » 4.88965" = $388,005 
Renta Leno's 


anf ey 
remember the fit market value of the copier was $79,079. The $100,000 smut 
ie ent payments was derived bythe lessor, contemplating a market valve of $479,079 


deste interest rate of vtar (plicit ae) of 10%. So, ving a Uscoust rae ter 
the esses impli rat ually would result i the prosent value oF minimum lease 


sr dononsraion of an unguaranted resual value (owration 15-6) 10 assume the 
'sincemeotal barow ing ate was 02. Because the rvidual vale wa expected 10 
ible othe Lessors recovery ofthe $479,079 fair market value, the renal payments 
oly $92,931. Bale lessee would ignore the uoguarasiced sda vle dnd eae 


ut en ha ag cn i eg i iy a 
inl mona ae nabs ge ere ee 
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$9291 x 4.3898 
‘Renial 

trie tan ety ine Pe 
Tn this cose, the present value of minim lease payments wood be Less than thei 

Inarket value even though a lower dissonnt mate i wed. But again if there ism 

‘Yalue, ot if the lessee guarantees the residal ve, or the ungwaranieed resi va 

relatively smal, discount rate Yower han te fessor impli Fate wil rel She ps 

‘Yale of minum lease payments being tore than the fair market value, 


WHEN THE LESSOR’S IMPLICIT RATE IS UNKNOWN. 
‘What if he lessees unaware ofthe esa implicit te? This sa Taga question i 
‘of the rue tat sas the lesee should use its OWN ineremental horrowing rae when 
‘essor’s implicit rate is unknown te the ose. But in practice the lestor's implicit rate 
ally fsknown, Eve ifthe lesor choos ott explicitly disclose the rat, the ese 
‘a deduce the rate using information he knows about the value ofthe Feased asset 
lease payments. After al, n making the decision co lease eter than buy, the esse 
becomes ate knowledgeable about the we. 

‘Even 30s postibe thats lessee mizht be unable to derive the lesor's impli es. 
might happen. for enaenple, these set asa elise hgh esi valu. 
‘resale (guaranicedr es) ia ingredient inthe Tessor’s alain uf te 
‘mens, Sometimes it ay be had forthe lessee to deny dhe ves vale 
esto ifthe lessor ose no to make known ® The longer the lease term othe 
‘of obeolesconce th ead ast subject othe es fafa theresa Yal yp 


is ncured by the esr that are ascwite direly wth originating lease a ne 

to acute that lease are rere a nial dire oss, They include legal fee, 

valuing the prespetie see's financial eondinon, and preparing aa ro: 

ease dacumeats The seth of accountng fr inal dire ests depends on he 

ofthe tease, Remember. «stor can caw alse (1) an operating eas, (2) de 

Financing lene, or()asaleype lease: The accounting ale for inal del costs 
cack othe nee posible eas pes summarized hol 


|. For operating ease, nial diet costs are recorded as assets an amortize once 
‘he tem ofthe ene, Since the ool) revenue an apering lease produces is rental 
‘ven, and that revenue i reeopnived over the ease frm, ntl cet cst also 
|e attomaticallyrecpeizd ever the leave term wo ach Yee est With the rt 
evenves they help ener % 

22 Inve racing eases, eres revenues earned over te ese ies al 
ect cons se matched With the interest reveaues ey elp generate. Therefore, 
‘nial diet costs are not expensed a the oact ul are delerred ae recgnized over 
‘he leabe ver This cat be accomplished by reducing he ks swrearmed interest 
‘menne by the total Fini drt costs, Then as uncarmed inet even 
eam over the Tease terms ata constant effete te, he nial et cot ae 
‘ecognized athe same rte (iat, proportionally}. 

3, Fr alee leases, ial det cts se expense a th incepon ofthe lea. 
‘Since the usual eaton for a tals-ype lee it ora munafictrer ara dealer to seit 
“ts paloct i's reasonable to recone the core of sealing Ue traction 34 
‘aling expense inthe period arto se. 


be neresed (oe decreased) a some future time during the 

‘or not some specified event occurs. Usually the cutin= 

“stead to revennes, pbtablit, oc wage aboys some designated level. For 

4 recent amousl report of Wal-Mart Stores included the note recreate in 
is 


Cmtngenremals are no included in the minimum lease paymens bec theyre mol 
able ot the inception ofthe late Tasca, they ae nclded ax components fi 
be (nd i) they occur. nereses or decease a renal payments tha are depend 
onthe passage of time ate not coningent rentals, diese ae put oF tui Tene 
“Alia contingent rentals are not included in mininary ase payment, they are r= 
in dsclosure ues by ba the lssor wn lessee 


Brief Summary 


inp arangements ten ae complex. In stulying this hapler you've encountered se\= 
eaures of ase agreements that alee the way we make vara of th calelations 
to account for eases. Ceaphie{S-Id provides concise review ofthe eset lease 
ng eanponents, Using calculations from a hypothetical lease stuation we provide a 
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ar ctor wg i may we ye 
‘Ractenmae coaster acct tr aoe 
See wd earre rinenr epi te ees es rt eel ao 

Sere sata tpn emmy artnet Pont et nn a 


Disclosures 
scone equieent are quit extensive for bth the lessor and Lessee, Viewaly all, 
fhe eae agreement most be disclosed. For al leaves (a) a goneral deseition of 
essing atrangemen s required as wel as ()rsiman;uure payments, inthe agee- 
an foreach ofthe five succeeding fiscal year- Other sesuirl isles ar ypeciic 
te ype of ease and Include: esta! values, couingect ntl, neared inert. si 
ema, and execuCry cons. Some representative extoaplcs ace her \n Uraphics 
Sess) and 15-16 deste) wn page 742 
TAM isn unutictre the relies Mealy om easing asec a selling ts pda 
‘ofvales-type leases is shown in Geapie 1513. 


WalMart Stoves eases files under both operating ns capt leases. long-term 


In the Decision Makes’ Perspotive atthe heginng of the chap, easing can 
fim conserve asst, a ayo some ris of owns set, and obtain favorable 
is These advantages are Wesabe tao Was pts oat err that some fs 
ecu the realities ther Financial postion through wi-balanceabex aang 
7 volating terms of cones ht limite aoa of deb 8 company can have 


inves an erediors shoud be leo Ie imract eases can have 0. eon 
ysl pesto do it ah 


™ 


ma secrIONs 


Gaamec 15-46 
Lessee Dicoaure of 
Loree Wal are 
Stores 


(Shee sigan 


BALANCE SHEET AND INCOME STATEMENT 


[Lease transactions Menifee! as nonopeating impact several of firm's financial ao 
Ccse we record Habltes for capital leases tbe debtequty ratio Cabs divi 
‘hareholdes” equity) is immediately impacted, Because we also record leased asset te! 
‘mediate impact on the rate of return on ssc (ne income divide by ase) seen 
the lasting efect depends on hes ease assets ane utilized to enhance future net eam 
iiusrated in this chapter, the financial statement impact of a capital lease is 
from that ofan installment purchase, 

Even operating leases, though, can yizlfeanly affect sk. Operating eases 
Jong-erm commitments that can become a problem if businets declines and ah 
‘hop off For example, Iong-tem ease commitments became ig problem for 
Tad inthe early 1990s The company’s revenues declined tnt it was saddled wit 
‘commitment: for umerous faves the company ne longer occupied. Is sak 
pice declined from $118 wo $88 in ono year 

‘Whether leases are capitalized or rested es operating leases aflecs the income 
ss well asthe balance sheet However he impact gencrally not sigrifican. Overt 
fa Tease, oul expenses are equal rire of the securing eatent os lea 
leave is cpitalized, total expenses compeise interest and depreciation. The total of 
‘equals the otal amount of rental payments, which would consis ent expense if 

ia. There is, however a Gnting dilferece between lease capitalization ad o 
Tease weatment, bt the dining difference usally isnt gre 

"The more sigaiieatdifernce between capital leases and operating lass i te 


femal financial stntement ners adjunt tir aalysn to ineceporate the balance shea 
fenvesteeen cal and operating ewes? A freuen offered suggestion 10 
‘oocanclable lease commitment, including howe relied t operating leases. Some 
nals, fact do this on thei own to eto Better feel fora company’s actual oh 
“Toillstrae eer to Graphic 15-16, which reveal the operating lems commit 
closed by WalsMart Stores I these lease arrangements were considered 1 


fo 


OHArER 15 


ese payrents would be capitalised (nepered atthe poset value of al fate payments). 
-Wymaking come reasonable assumptions, We ean estima the present vale ofall Faure 
ipmcrts to be made om existing operating lessen. Por exspley the tres rates wed by 
‘NGM discount reat! payments om capital lease ang trom 4.26 19 LAO. Wwe wie 
iexgouimate average ae of 10%, and wake cei othe assumptions, we can deere 
“Acc equtvalen ofthe operating ease Commiments ws shown in Graphic 15-17. 


‘coptaize, these operating fase commiumens Would add $3,664 million to Wal- 
Mut iabties and approrimacly $4448 tothe compan» assets Let's lack athe im 
ie would have onthe company's debe wo equity rato ts return on esses rato using 
inane! Naement ilxmation taken tram Wal-Mart's anual report fr the ical 
nog Jaomary 31, 200, shown Bolo: 
(Sn rtons 

Foal woes Hogsia 

Total bites red 

“ota sharehoidr' ety 1023 

Nt income 9.054 


‘he ded o equity and rtum on assets eatios ae calcula in Graphic 15-18 without 
“smising the epitalizaion of operating leases and then 30 after wing $31 milion 
‘ici assets ad ttl abilities, nthe calelation of um on asses we use nly the 

ren ul assets aher dan he average al assets fore Year Ak, we assume 0 i 
pecnncome, 
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Operating anes ore 
meat ot a 
stom nenpon 


‘the itarast portion af 
2 Cpa tease permet 
‘earenh ow to 
Sporaing seis and 
Soe prnepa porson 
Peri 
faneng beet 


Fatal truant and Usher 


“The debt to equity enti sss from 1.40 9 LS, and the return ast ati dotins 
86% I 


‘STATEMENT OF CASH FLOW IMPACT 


‘Operating Leases. Remember, lease payments for operating leases represen 
‘pense fo the lessee, revenue for the lessor These amounts are included inne income, 
the lessee and lowor report cash paymes for operating leases a statement cash 
avcan flows from operating actvies 


Capital Leases and Direct Financing Leases. You've lees in his chap th p 
‘al leases are agreements that we idensfy a being formulated outwardly 1s less 
‘which aren elity installment purchases. ye aceaunt fr ther as seh, Each etal 
tment (except the fist fp! at Inception) cludes bh an amauta presents i 
snd.an amount hat represent a rection of principal-Inasatemen of eash flow 
lessee reports the interest portion ass cxsh outflow from operating activities an 


the lessor i divest financing lease eps the interest pot 
ing actives and he principal poron ws a cash inflow frm investing atvites. Boh 
Testes and essr report the lease at is inception a a noneash investing/inaneing ax. 


Sales-Type Leases. Aralesype leas ifr rom 2 diect-fimaneing Tease fr th at 
‘ny that we ase the lessor i etal selig its produet, Content with epatng es 
products under installment sals agreements razor than lease agreement, leor 

fash receipe rom a sules-type louse at cash inflows from operating activi. 


(This ran extension of the previous Concept Review Eeecise.) 
United Cellular Systems leased a saielie Wansiinson device from Satelite Teh 
‘Corporation or unuary 1, 2007. Satelite Technology pad $500,000 foc the sansa 
vce ts etal value 9 $055,681 


“Terms of the Leate Agreement and Res. Information: 


eter 1 years sear psi 

‘Semanal onal paymonte '5123,000—beginning a each pared 

eerie Re of ayant 

Inplien intrest ae 1m 

(Also ese’ incremental borrowing rts) 

Unguarantoed residual vale $40,000 

Regulatory fs pai by lessor '83,000/mice each year Cnc 

Lessor na roe: cots $4500 

Contingent rental pyments Ackitona $4,000 evens cred 
‘specie base 

Required: 


1 Prepare an amowtiztion schedule that deseribes the pattern of interest expen 
eae er for Unite Cellular Systems, 

2. Prepare an notion schedule tha eserves the pater of intrest revenue oer 
leate term foe Satelite Testnolog. 

4. Prepare the poopriate entries for hi United Celular Systems and Satelite 
‘Technology oo anuary Vand Tune 0, 2007, 

4. Prepare the uppropriae entries fr bots ited Cellular Systems and Stelle 
“Technology ox December 31, 2009s end ofthe ese term), assuring the dois 
tured oth lessor and sata resid value $14,000 on hat date, 
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| Pease an amortization schedule that desertes the pute oimterest expense everthe — SoLytioN 
lene term for United Cellar Sysoms 

eatin ofthe Pravet Vale of Minimum Lease Payments: 

esr ae of pari rental payments wcucingeeaetry costs of $3000- 

as dS 120000 x 5212367) = $605 185 

(oie vee mans tr ma ee pare tee el 


Decrease in Outstanding 
‘Balance Balance 


ate __ Payments effective tnarost 
(WH * Oustanaing balance) 

iver rans 
var 120000 zoo 505.483 
ean7 mpm 505.48 ~ OI wer ai5ar2 
voR  ¥20,000 0 415.612) ~ 24.940 vost 0781 
‘308 120.0000 320761)~ 192m 00,754 ZN 007 
‘yvoe moos (zz0.007)= 137200 © sagan 113,207, 
wove mom ww iITBZ0N= 47m 3207 ° 


704 ms aasaa3 
dade marae rma ele 


‘ecar an amortization seedule that describes the pac imerest revenue ove the 
len form or Soelte Tecnology. 


aelaton ofthe Lessors Net nvertmant: 
Por pind etl rere 


“rectory cont of $3000 [$120 00 « 571236") 25.403 

Ps Preset va ol the unguarantsed esi value 80.000 70496") _ 20108 

lasars net vostment nease Por 
siya n= 8 


Someta tt oe. 
(Ge upiets ec ie ciete forrimor kn parr. pal ers poe 


Decrasee in Otstending 
ate Payments tfective Interest ‘lance Babnee 
(WR = Oustaning balance) 
wie 653.601 


yu? 20900 yom sass 


aor 120,000.06 833481) = 32021 we 5702 

‘ya va0;900 9 (445,702) ~ 26,782 sazs8szaa 

sone 120700 06 95.484} = 21,167 seas 381 

WyOy ¥20.00) 6 @SRSPI) = 15215 TOKTES a, 
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“4. Prepre the appropriate entries for ho United Cellular Systems and Sole 
“Technology on December 31, 2009 (ee end ofthe lease ten), assuning the device 
‘etme to the esr and it actual sesidal vale is $14,000 om that date. 
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(ERNPARTID)- SPECIAL LEASING ARRANGEMENTS 


Sale-Leaseback Arrangements 
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frm te new owe Sond amp Nab: ai gee som Tn 
tsps tac 0 ns Rape 
1 The eles ecient rth ae ot ae 
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15-7 demonstrates a sle-easebac involving a copa lege The sale and sul- 
"euseback ofthe wavehouses should be viewed as »snle borrowing transaction, 
‘there appear tbe two separate transactions, ik closer atthe sbstace of 
yyeren. Teledyne stil weains the use ofthe warebxses tha it had prac the sle- 
What is differen? Teledyne has 300,000 cash an a noncancelsbe obligation to 
ntl payrents of S13%. 15S. In sistance, Teledyne smply has Bomovte $900.00 
dower 10 year alongwith 10% interest. fom the ponestve of shstance over form, 
at mmedntcly recap he $100 00 gain on Ue ale of Ue wanes bat defer 
nt be recopmizad over dhe term ofthe eae or de wef life te ast i ile i ex- 
oransfer outright or by the exercise of s BPO), demonstrated in Musttion 15-74. 
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‘Soc he lease term s equal to the expected useful life of the watebouses (2759), the 
ck mus be reorded by the esse a w cup Iease.* There typically isan ntends- 
‘betwen the lease terms and the price at which the ase i$ sold. The earings 
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“The deferens report on the halace shot a a alustion (cota) account| 
the leased asset, The 2007 lanes st acto the sale Iasehuck amas and 
Indaliment nok ore compared in Graphic 15-19, Once again the fects virtually i 


Accounting by the buyesessor isn different ina sale easehac transaction than 
Jease transaction. That sit record. ease in accordance with the usual ease gui 


OPERATING LEASES 
‘fhe leaseback poron of the previous sal-leaeebock transaction wore casi 
rating lene the gain sll would be deferred but would be recognized asa reduction: 
‘expense ruther than depeccation. Ther no leased ae a depreciate, = 


‘Those of you with a eal sense of shepticiom will question whether the 
tion of our sl-leusebuck sation cold yoalify as an operating lose. AR all 
lease termi equal othe 10-year remaining useful ie. But when you remerrbes 
the third (7$% of economic life) aor th fourth (90% recovery) elasiieation ci 
plies ifn ncepcion ofthe lease occurs during the as 25% of an aset's economic 


eee sor te come gun showcase vate Hs bank ot ah ap 
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sity of operating Lease, Suppose or insane that he original use ie of 
sarvhoses was yeas. In that ease, dhe creat eas at wold cer dung the st 
IS aan ass econo fe and we weal have an operating lee. 


SES ON SALE-LEASEBACKS 
saleleaseback, any ga oa the sale of the assets defer and oaried, Howeves, 2 
Us on the sale ofthe gropeny is recognized immedieely—-notdefered. A ea loss 
os he fair vale ens than the earring aunt of tbe ase On the eer he if the 
ala exsee the carrying umount, bot the asset Sod othe buyers for es than 
una aici ss pated tha peably i mibaace 8 prepayment 

etd sould be defered and smarized. 


al Estate Leases 
Sr eases involve lni—excanively ori part. The enacts we dveusied it the chaps 
elas oral estate eases But the fact that land as a limited Hf eases us to mod 
Abn we neon for some lees in ving realestate 


SES OF LAND ONLY 
he aseful life of land snd, the vik and rewans of ownership cant be 

aor from the lessor oto las unkss ite nthe land expected to tran 
or by the expected exercise of surgi purchase option (ets | crt 

3. Since the useful life s undefined, the third and fourth eter ae not applicable 
9 Reause the eased ase sland, depreciation is inary 


EASES OF LAND AND BUILDING. 
nthe eased popes inelades both land and a building and dhe Tease ansfers owner- 
fips sexpoced toby exercise of « BPO, the lsses shoul record each eased asc sep 
"The pesent value of the mnimusn lwe payne is allocated between the eared 
and essed bulding accounts n he basis of tet felatse markt value. 
‘Wh reither of the fit wo esterase. the question rises a o whether the hid a 
itera app. Because they logically should apply wo tbe bulking (oc ause its ies 
hu ot the eel Cbecase its fe x nlite, the profession employs an arbitrary 
in, te cyl ofthe adi es than 28% oF he combined fae vt, 44 
sored and bh he ese an the lessor teat the lala ulin as ingle ut. The 
sg eed we is depreciate a i Tand were not involve fhe fi ale of te ad 
or more of the combine fr val, both the leses arte lessor et the land and 
’ wo Separate las, Thus, the lund lease is ap operating lease, athe bulding 
<i clasfed and accounted for in the manner describes inthe chaps. 


‘OF ONLY PART OF A BUILDING 
othe most comin of eases yee easing only part bing, Fr instanee, bs 
eae space Hat fice ulling o individ sors In & shopping mal 
cal esis se when applying keke asc poses in these iu, Wha 
cnt othe he shop from the eeeance in 3 $14 malin mul? What ithe fatale of 
chr fice sun AD-hor fice eerplen? Despite practical diffe, ual ease 
cing ueatment apples. Icmay, however, be necessary employ realestate apprasls 
alice coal infrmaton fo arive al reasonable ests of costo hive 
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to that for nonlevernged leases. leso: records its investment receivable et he 
course debe. The lessr's abity tothe lender sboul be ost gana its ase 
fora the lessee hecaune its roles in suistance that of « morigge boker. Tat, 
es income by serving a a. agen fo = ir wishing W sexu property and a as 
Ing an investment, Te testo borrows coough cash for the lender to neque the 
‘which in ur sed tothe lessee under » capital lease. Payments fom the lessee te 
[lie to he note held hy the der The ote may he sss by the lease without 
‘sch that the lessor isabsolved af espns fori payent Tn ord ali fr 
‘voruie remment under dhe ax code, Hessor most maintain at eat sini 
age of equity position in the abet. Alto, the lesur should report income fom the les 
In those years when the receivable excecds the habiiy 


1 How would HOS revenues “take 2 fs" aba result of more customers leasing than 
mainframes? (717) When WG lass machines under Sprang lease Keo 
sit elles Tent” over the lease ters. Ven HG ste methine on the other he 
‘ognize revenue “upfront” in the yer of sles Actually, toll revenucs be not ree 
Teas with Tease, but are pred ct uc he several yar of theless tex Td 
recognition of revenes creating the "nit" inthe reporting prog in which aso 
ing occurs, 

22 Unde what kindof easing arangerents mould the “hit* mot occur? (p. 725) The 
not ooeur when HG leses ts machines under sles-type leases. In those ces, dex 
fact thatthe cntract specifies less, in eft, HE actly sells ts machines unde 
srangemeat, Consent, HO wil recogolze sles revenue (ae ct of goat 
{he inception of the ese The mau recognized is roughly the same asf easton 
aly boy the machines. As 2 esl te income statement wil et receve the cee 
the subatitution of cperating east For outright ses 


He BOTTOM LINE 


1, Leasing is used asa means ofof-balanc-shect financing and o achieve operat 
tax objectives 

2, In keeping with the concep of substance over form, lease i accounted Fors 
ental agreement ora purchaselsale scompanied by debt finan 

|, Alesse should clasify lease ransaction as a capa lease if is moncancable 
‘a o¢ mare of four clasiicatin cteria are met. Otherwise itis an operating 
Jewor records ease asa det Fsuncing lense oa sslentype lease ony F180 
tions relating to revenue wealizaton ae et in sition to one OF te fou 
‘sera 

4 Iman operating lace a sale knot recorded by the lestor: a purchase is no eon 
the lessee. Inseod the periodic renal payments are accoutted Fr mel as 
‘eu bythe lesor, rent expese by he Texsee 
Ina capt lease the Tesee records lemed asset atte present value ofthe 

lease paymens. A nonoperating eae is recorded by the Kesar as ale pe ake 

rect fnancing lease, depending on Wether the lease provides the lssor adele 

‘Asalesiype leat requlres resid sales revemc sn coat of od sod by te 

at the indepion ofthe lease Al eer erie ate Ue ane a in a direct Financing 

7. Alessee-guaraiced sil value is iludel a & compet nm ae 
ments for both te lessor amd the lsse. Am unguarantee resi Yl a 
‘ar of the lessor's gros investment lage), 

1%. A bargin purchase option is inclused as component of minima lease pa 
brah the fessor and theese. The lease tem effectively ends when the BPO ives 
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‘ated dirty wath igmang eae ard are eset iat ease are calle in 
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{ads oon incremental booing ee. Comingent rentals ae no inhi the 
tum lease paymonts becuase they age not termine tte ineoption ofthe we 
2 ain onthe ale ofan ase in 2 saleleasehack mange i deferred and amortized 
‘ove the Fase term (rset life if le ib expecied vo tanster vo the lessee). The lease 
it ofthe rasa is evaded and accounted or ike any lease. BE 
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FINANCIAL REPORTING CASE 
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DEFERRED TAX ASSETS AND 
DEFERRED TAX LIABILITIES 


A manufacturer of leather accessories nthe Midwest obligate to pay the Imermal 
‘hue Service $24 million in income tas as determined by is 2006 tncmne ak ren 
‘her $9 mllion in icerne tates alsa sot 2008 activities. Comveniea, 
{ax laws permit dae company to defer paying the additional $9 millon until subsp 
‘ears by reporune certain revenues an expenses onthe tax return in years othe than 
‘eporo onthe income statement. Does the company have only a urret income tn 
{ty of $24 milion? Or dees it also heve a deferred income tx liability forte thr Sie 
lien? Th phrase the question differenly- Should the company report 9 2006 incon 
‘eapense ofthe $24 mill tx payable or the ertent yar, or $33 mien chu 
{ure tk effets of evens ead reconined?” For perspective on this question, we 
{ook closer atthe etewstances that might crete the sittin. Sueh circumeance 
called temporary differences 
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fb evens nw scaly acceptable ane a freuen, wi fining 
{oct aspayer: In pursag the er sbjecuv, Congress uses ak laws to encore 
{est ems doable, sch as investnem in produce eet ano dscoarge mt 
‘em undesirable, sah swoon of aw 
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labs Cor sete) but ae nebulous dfeed eres (or eb) 

'APH 1 was replced i 1987 by SINS 96, wh retested te objective of 
fered xs fa ree he ei oa set ability appre Ths balance el 
copula roporting Ee ts tax sce or bene saab ts oir 
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hed he eel avo of SPAS 8 That he cv acca orn 
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sen shit eady bave occured. Future taxable aroun and fase deductible amounts 


: 
Ge onan installment ass is reported fo financial repoing purposes in the ear ofthe 
“le But ak Ks permit installment noone w be repre ve Wk return ws tally is 


= income and raxabte Income and, conscquctaly. between the reportsd 

pei of an asst laity inthe financial statements et ts tm bass. In our example. 

‘feast fr which te temporary diflerece exists iy he i allment receivable has 108. 
for financial reporting purposes, but not for tx purposc. 


Deferred Tax Liabilities 


“tases or tus sround. im oas oF more aubequest periods Tho temporary diference de 

above originates the year the installment sales ace mae an are reported on the 
‘ce saroment and then reverses when te installments are collected and sncome i e- 
‘ore on the ur return Au exaniple is provide in lla 16-1 
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“Thy 2006 i iy I> deferred n the nea the company us Mail forthe income ax defer 
pain the nest Swe bly xiginaes in 2006 apd is paid ever the ext two years a follows: 
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| Gaines aer 3 years 


Atihe eed of 2006, Financial we table income for 2007 sal 2008 are, of couse, 
‘known. We assumed knowledge of that oformition above so we could compare the 
year effect of the temporary difference, but seeing the future Is unnecessary too 

amounts needed 0 record income tas n 2006, This is demonstrated in Ista 


With futyre exable amounts of $40 pillion,twxable a 40%, a $16 milion 
Viability sidleated. Since no previows bulane exiss, this amount is aed othe 
‘Each yea, income tay expense comprises bo the curret andthe deferred 


1. Calculate the nee tax dha is payable curently 
2 Separately calculate the change im ihe deferred ax lability (or ase, 
3, Combine the two to get he income ax expense. 
‘Using the 2007 and 2008 inewme mumisers, the joural entries to record 
‘Asthe ondof 2007, te howe Years would ber 


to date ont return Tn urexainpl,atraporae) lotta lillerence exists for a 

rom install sles that's recognized for Finacial repaning purposes bot oot 

"an porposes. When » company sels something onan talent bass reports = 

‘ible. From a x perspective, though, thee is m0 receivable because a “ayable sae” 
thes occur nt installimenms ae callece This xshoer in Musration 16-1B. 


(Ofcourse, the income statement view and the balance sheet view ae two diferent per 
‘pestis onthe very same event. In this example, we derive che same deferred a8 bility 
hair we view it asa result of a temporary difcrenee (a) between accounting ad taxable 
‘oun or (b) between the faancial statement carrying amount ofa installment receivable 


“he FASB'sconcxptal framework. As apeifed by SFAC 6. asa epresent "probable 
economic benefits obtined cr conitolied by a partcuir ent at result of past ran 
lon or events" a ailiies are “probable future sacofces of economic benefits asa 
‘elt past eansaesons or events. ~°[a oar example, tbe probable fuure sacrifices of 0 
onic eset are the payments of $4 millon in 2007 ar $12 million im 2008. The past 
Sensations a events resting in the fare tax payment re dhe installment sles in 2006, 


‘TYPES OF TEMPORARY DIFFERENCES 
Eumpes temporary iflrences are povided i Graphic (6-1. 
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+The temporary differences shown in se diagonal purple ares create deferred at 
tobias because they result nzaxahie amount m some futute yeu) when te 
‘aces are recovered or the related Habis are settled (he the fenporay i 
revere). 
‘The temporary diferences in the ppsite diagonal blue) areas create deferred ae 
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‘docte are recovered or the related isis are settled (when the feraporary df 
revere). 
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Deferred Tax Assot Inwame oro pay 


aaa no! md atotan 
pbb as eaten 
Ieoalets = wo sa 


Woe contin the assumption of $85 million taxable ncvmne in each cf 2007 ad 2008, 
Tae thes years wend he recone his way 


purposes when the 
Suorntond pact 
se 
2008 Ware exp 30 
Uabiy 90 
sd reduced wen the 
‘rpenae pol 
3007 Uisbiy 18 
cone 
2008 Usbitty 15 
come 


preceding was a lustation of an estimated expense vt reported on the income From stan perspective, 
rcs when incured but deducted on tx ets i ler Yours when acy pai. Asac- ere kay. 
typeof exiperarydifereace that pves ie to a defer tas ast fa revue tt 

ven collected but recognized income satemeont in later years when actually 

strain 16-4 demonstrates this seca type 

‘Notice that this temporary ference produces fur describe amounts Tn 2006, wx- serra tu ne 
income is $20 milion move than accounting income besause it eclades the unearned "toanaas when an 
rpons revenue oot yet reported on the income sate. However, in 2007 and 2008 Stra ernesn, 


le incor i es hun aecountng income hecause the subscription revenve seamed fre Sedsaae 
reo the income snes but wt on th tox etre if hae wo yeas. Scns 


‘fe, tat laws quite the company to prepay the income tak on this revere, whieh 
“ks ociice now but wll Demi tbe company ler whe i voids paying the tes when 


(15 mon) vd 200888 mon The come teats 40K each your 


(Sin iting) 


Binion) 


‘Accounting income 
‘Temporary siferencs: 
‘Subseripton revenue 
“Tenable income 
Enacted tex rate 
“ax payable curerty 
Deferred ta ase 


g 


H Biggie ele 


Enidng balance 
nes Bogring bance 

chinge inbatanco 

Journal Entry atthe End of 2008 


income tax expanse balance) 
[etre st ase determine 


Sinrilions 
207 15» 40%) 
200s 5 » 40%) 


CUAMTERIS econ fer nem Tae TES 


‘Ain, we could als dtertine the deere ta asset athe fun heme fem the o- 
cilerence ern the financial staersat carrying amount ofthe sub 
"ad its ta hans ‘A babiey i recogiced 
fer fina veer 
Seosaber at fpaewtcete 
= ~~] ao Shokinrecoved 
3006 Cah 20 
ome Untiey 20 
6 SI) $5 SFO mdredecnd bene 
9) _ 1) revere sored, 
$0 Mts 58S} 9 MNT tiny 
aoe 
30 


Tevenue 15 
as aset ® t 32 ieee 
Supra sing From a 


‘iferenens here fnafaiy 


ax ates are recogaind for all deductible temporary diferenees, However, ade- © 108 
i ase eden edued hy «valuation allowance fs “more Wkly than fot that 


Tia hanna te 
sotpatonratete 
‘Seed ten eset at 
atbe rece, 


‘The cffet isto increase the Income tax expense asa revel of redaced expectations off 
ge tun savings. On the 2006 balance sheet, he fered tot ast would be reponed ait 
coated pet realizable vale: 


Delrred tx amet 


39.773 


Attheend ofeach porting period, dhe valuation allowance is reevalied. The 
ate balance seid on and the blaove is adjued —ap or downto cea that 
For instance, lets say that a the end ofthe fllowing year, 2007, available evden 
‘ats that $500,000 ofthe deferred ta sss at the end of 207 will othe veld 
‘would adjust the valuation allowance to vlc! the indicate ant: 


we ome rien 


“The disclosure note shown in Graph: 16-2 sccempenied the 2008 annual epot of 
‘ent Technolgies indicating tha none oft defered tax shit was expected tbe 


Nontemporary Differences 


So far; eve deat with temporary difernees between th reported amt iw ae 
In the financial sttements and its 1x hans. You lard that emporar fee 

esl i fare taxable or deductible amounts when the elated aest oH i 

or settled. However, some dilferenee ane caused by transactions und ends tha 

inking tax ln will neyerafiect xabe income or taxes payable, Interest received 

‘vestments in bonds ised by state and municipal governments, fo instance, is xe 

"axaton, Interest venue of this type is, of course, reported as reverie onthe ei 

‘come slaement but not on its tan fetnr—not pow not lal AcEuing Inco 

table income, This situation wil not revere in ater yeur. Taxable income in le 

will nt exceed accounting income becauss the tee ingame will never be ep at 
“These permfinent ifleences are dsrepaded when determining the tx payable 

he defend tay effect, and therefore the income tax expense This fs why we 


SES Sree eke ater nat ona tng 


—- 


he esent of ences erween accounting income ai ahable nce vars wide 

‘nom cui o nt. Thee a ithe weeny ay hot ale hese Ter 
acs In ore cine come ts ae at deer nse ah expense Sm 
be actual ax pal 


income in the illustrations that follow w eliminate any permanent differences 
‘able income, Graphic 16-3 prowides examples f diflereaces with oo defered 


‘Tocompare temporary and nontemporary difrenees, we can modify Mastraton 16-1 
ude nontaxable income in Kent Land Managements 2007 pretax accounting income, 
ys in Mluntration 16-5, Note thatthe exatence of an unit hateauses a permanent 
has no effect on income tas payable, defer taxes, wr ineome tx expense, 
“ota point,’ ve een that our ebyective in accounting for income axes so ren: 
ak consequences of umount tat wil Become table of dedutbi in flture yeas a6 
‘of vansoctions of events that aleady have eccured To achieve the objective we 
a dsferred ax lcblty or deferred tax aset for furs table smn or fare de- 
unt that aie asa esl of temporary differences. Pemanent differences, on 
hee hand, do nt ereate future taxable amount: and furs deductible amounts and 
hve oan consequences 
"You might rotce hers that because of the permanent diference, Ken's “effective tae 
es hans 0% statutory rate. Te lletive ae se total tat be pat (event 
$6 millon, divides by acecumting income. $145 mion, or 38.6%. Without the $5 
unicipal bond meres, the effective rte would have Peon 8S million divided by 
W) alin, or 40%, Nontaxable revenues and gas, as we have fr Ken, case the effes- 
fa toe lwer than the statu rate, whereas, nondedctibleexpeases and losses 
ease the eective rt be higher han the seauiory rate, Companies repo cou 
of tciefletive and tatty tx ates selon ote, es 8 Graphic 16-46 
from Feds 2004 fnareal sateen. 


7 secnona 


uusaanon 16-5 
“Temporary and 
Diferereoe 


Retnuesntrest on 
runic bord tax 


TEMPORARY AND 
PERMANENT. 
Dirrerences 


Franca! intrumetsa Uiies 


ont Land Marogament report pats income in 2004 0 $100 milion except ft 
Income of $40 mio rom retalimont als of propery and $5 mfion inten or 
‘nent unis! bons Ia 2006, The rtament sles income reported for tax 
1 3007 (10 milion) and 2008 ($30 milion). The anacad tax rate 40% each yw, 
Sinmttons 


‘Mig South Cellular Systems began operations in 2006, That yeas the conpay 

‘wx accounting income of $70 milion, which facie the following amounts 

1. Compensation expense of $3 mills related to employee stock option pl 
‘rganizer was eporied onthe 200¢ income statement This expense tn 
for x purposes, 
An aset with a four-year useful ie was cyuired ast year 10s deprecated by the 
“sraghtline method on the income satement. MACRS is wd on thet ret, 
‘using deductions fr depresition o be more tha straight-line doprecation the 
‘wo years but less than straight-line depreciation the next two years ($m milo) 


Se 
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Depreciation 
Income Statement Tax Return 
206 5150 $198 
207 180 768 
2008 150 * 
2000 150 4“ 
Boo seo 


Future Tanabe 
‘curont FeareTanable 
eer Ameer 
2006 2007-2008 «2007 ata. 

income 7 
‘Steere 

Compemation pense 3 
a 
25 
a om 


bo 


OTHER TAX ACCOUNTING ISSUES 
Rate Considerations 


Toneasre tho detered ta lihlity or asc, we multiply the wenporary ference by dhe 
iy ete tax rate that wll be effective in the yeas) the temporary ference re= 
We donot base caleulaions on anticipated legislation that would ater the com- 
lat rac.'A conceptal case ean be made tha expec rae chanes shoul be 
ited wen meswuring the deferred tae Ubiity or aac However. this one of many 
ofthe requent trade-off between relevance and elitility inthis ase the FASB 
i far elit by wang wl a aneipated change actually is exacted in 
eeagaiing itt censequeess, 


rani brent a bien 


WHEN ENACTED TAX RATES DIFFER 
Existing tx ws may ell fr enacts an atest be diferent i two or more fare’ 
which a tsmporiry difersoe is expe-ted to reverse. When a phased in change in 
Schesiled to ecu, the specific tx rales of each futare year are multiplioby the 
‘eyering in cae of those years. The (tals the defered tax liabity or asset. 

“To illustrate e's again modify er Kent Land Mamagernent illustration, this ine 
sume a scheduled change i tax estes Scektratinn 16-6. 


Kent Land Management reported prea cane in 2006 of $160 eilion except fr 
‘neem of S40 raion fom nstalinet clos of property and $5 mln ere ean 
‘ments Fr rnaneins bonds 206. The talent sales incor reported fo ax 
(n 2097 ($10 mien) and 2008 ($30 mon. The enacted tax ates are 4M for 208 ond 
2007, and 39% for 200, 


(in mitons) 


‘Future Taxable 


Be sine to pve thatthe 2007 rate (5) a wel as the 2008 rate (35%) ready 
fla ab of 2006 when the deferred cx ably is established, In the nex secon 
uss hou fo nile a change resin fram new lislation. 


[CHANGES IN TAX LAWS OR RATES ‘caren nh 
“Tax laws sometimes change. Ifa change ina tax law or errata asomaaon 
rate exeurs, the defered tax lability we aset must be a= convenes 
Juste. Remember, the deferred tae tubility oe asset is orsma™ 
‘meant to reflect the amount tobe pic recovered in the 

‘uur, When lepsaton changes tat amount, the deferred 

tax liability’ or aset also should change. The elect i r= 

fected in operating income i the year The enactment of 

the change the tlw or tte 


CMPTER 16 Accutire Tone TH 


fafa, reconsider the previous illustration, Without a change in tax rues and 

thal ascouring income a 2007 i S100 malign (with 29 diol temporary oF 

sliferences), the 2007 income tat amouns would! be determined as shown in 
166A. 


Foca Tenable fusion 16-64 
mront Year Rout novel 
2008 "007 ‘08 “Jemporany Direc 
Exs ‘r00 whet Tx Rate 
= Some 
imcore (80) 3% 
E “Th 4 2007 ate 
= tnd the 35% 2006 
‘er estate 
$105 10s ey peminuv enc 


Deferred Tax Listy 


sume Congress passed new ax I 2007 chat wl se the 2008 tan rae 9 
‘head ofthe presiously scheduled 39% rate. Becaase a deferred tax Habit was 

' 2006 with tbe expectation tht tbe 2008 uaa amount woul be taxed at 
"ie now be aun to eet taxation ot NP nsteas. This is demonstrate i 


i668, 
Ginmtions tur Taxable ‘uuusraanon 16-68 
‘current Year "Amount soumedet 
200s _ “ear, ‘008 Terporay Dire 
‘coming income 3100 eT ate 
Temporary ditereee: Snr 
Itairart ino 10 0 “oe decree 
Taba income sn0 atten 
oe ee cg Gazer <9 
payable caronty Watters 
Dele oe bitty ae eee 
‘tak at on 
Defered Taxis 
cglonce 
Ae Boing blancs 
‘Change in balance 
Entry at the nd of 2007 
anette to ban) : mes 
ae ebty (determined bowels eesevc coronas 33 
Heo tax payee tr aw) : wo 
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Fron nerament and isis 


[Notice tat the methods use to detormine the deferred ax ability andthe changin 
‘balance are the same as without the rate change—the calculation merely ne he 
(30% rater than the ol ate 25%), So recalling the desired balance in the 
lability cach perio and comparing ibe amount with any previously exiting balan 
matically takes ini secount tax rate changes. 

Alto notice that the ineome tax expense ($38.5 milion) iS milion less han 
dave been without the fa rte change ($30 mulion). The effet ofthe change is 
sncome tax expense In fat, this is hghlighied if we separate the previous entry ito 
ponent pars: (1) record the income tr expense witht the ax rate change and (2) 
‘ately record the adjustment ofthe deferred tax ability fr the ene: 


‘The tw consequence of x ebunge ina ex law or ate is recognized a the pe 
‘change is enaced, In this ease the conssquence ofa lower tax rae is 2 riuced dete 
Aibiny, recognized usa eduction in income tx expense in 2007 when the change 


Multiple Temporary Differences 


would be omasual foe any bata very small company to have only « single ep 
‘erence in any given yeat Having iiliple temporary differences. though, does 
ay ofthe principles you've leamed so far in connection with single dierenes Alt 
nesetsary 1 1 categorie all temporary dferences according to whether they cca 
{ure tasuble amounts or (b) furbre cedictible amounts. ‘The total of the Tare 
‘amounts x ruil bythe Future ta rate detecrine the apenoprate alc tk 
ferred ix liability, and the oval the ute deetible amoune multpie by 
fax ate determine the appeoprite blancs forthe deferred tax ase. Thi is 

in Mision 16-7, 

‘Look at llusration 16-7 on page 794 to see how El Wallace dtermines the ina 
sanoums for 2006. Then tua o llartion 16-78 en page 798k sce bw those 
‘determined for 2007, 

fics he journal entry at the cud of 2007, the balances ofboth de deferred tax 
the defer tax Hsiliy reflect the desired arnount a follows ($i rllions: 


Doterred Tax Asset 
28 ub balice 

12 Sdstment 

iE 2007 blanca 


determine the total ofthe futre xsble amounts and the toil ofthe fue 
amounts foreach future year as wutlined previously. Then the speciic ax ras of 
ture year would be muptied by the vo tcl in each of those Year, Toke anna 
‘ects would then be summed to pot he tered tax habit ad the defered th 


upeesn 2007 «S5miio ané 2008 84 mien. 
‘srepared byte aight ine metro an an aaet wth a four yer use 


Income Statement Tax Return Diterence 
$50 S66 ‘6 
so 5) 
0 Ey 
2 aI 
00 00 0 


fanaa waranty xcense that wi be deducble onthe en etan when actualy pas 
“aarigthe nate yours snared deductions aw as fatew (8m miller 


Income Statement Tax Return Diterence 
ime ry EF 
2007 Py * 
fal = 3 eS) 

° Fo wo 


Operating Losses 


operating loss i negative taxable income: tax-deductible expemes exceed ble 
“Of coue, there 0 ts payable forthe year am opera ln cas beau 
oul income. Im adi, ls perm the operuing oes whe wad toreduce 
income in ther, potable year. OfFcttng operating pis with operating lenses 


we eporte in ither ofthe twa evi years Ry sxc table ince of 
rs year, the company cam ecesNe an mice refund! Nes pal thal yea. 
Tate income wis not epanl in eter ofthe two previous Yes 0 higher a rales 
the fate copay agree to erg te pecaing os carry back aad 
ie ss forward for up 1 20 year to ots taxable income of those years. Bven ia 
Tsetected, ay Tos that reins afer the two-year carybock ean be cared 
"The crryack cestion fs ehoce th mst Re mad Ye Year ofthe Operating 
the chace is itevocable,Iusualy is advantageous 10 avy back oes boca BY 


— 


{Sinmiions) 


@ ss 8 
0) ee 
7 © @ See 
sae =z 
a = a 
rt : 
I 
Dated 
Tax To 
ay 
iephen 510 
(ts ageing bls “oa 
Cherie si0 
Journal Entry athe nd of 2008 
Tope tn corer ieee asian ohne amen aaa 
elred teat nr se ist 2 
Dale us kbytes oo 
Inc at pve reid a by 


Sing an smended tas rear wo wet a end, a Company cam realize de beet 
thas if ho Tos carte Tora. 

“Tho secounting question i: Whe ol the tax benefit created by’ an opera 
recognized om the income ststemeat? The answer is Inthe year the kos occurs. 


OPERATING LOSS CARRYFORWARD 
First considera loss eaeyforwant. You have eared in this chapter tha a dere i 
isreeoired forthe fae tax henelit of Vemporary differences that create Tae 
nouns. An operating os caryforwirt also creates future deductible wnat | 
then, a deferred tax asset Is recognized foram operating loss earyforvand als. 
demonstrated onthe next page in Mlusiration 16-8 

"The income tax benefit af an opezating less cartyforwacd is reempniz for 
purposes in the year tne operating Ios urs, The wet after-tax operating los fee 
tue ta sings tha he operating los = expected to create 


come Starter partial) 
(6 inser 
‘Operating fos fore income taxed ‘Sias 
ese Income tat barefeet font we) 
Net opbrating lone on 


Valuation Allowance. Just or al deductible wmporary dierences, deere 
sets ae recognized for any operating loss without regard to the Ukelihood of hai 
inom i future year sistent to ahs ature dati amounts, Howes te 
tae asset it then reduced by 2 valuation allowance if tis more likely than not 


— 


76 secviona 


a opezting is mant 
ie spate ta te 


Friis Lines 


portion oral uf tbe defened ax asset wi! uot be realized. Remeber, 8 vale 
both duces the nt defered tak asset an increases the income Ak expense J 
Potton ofthe deferred tx aot had nol Reon eengnized. 


OPERATING LOSS CARRYBACK 

‘To compare he treatment ofan operating loss caryboc, e's moa the stain 
sume that here was taxable income i the two Years peor tothe operating loss ad 
‘American Laminating elected alos carryback (se Mustation 16-9) Note th the 
ing toss rust be applied io the easier year frst and then brought Forward w the ne 
ny of the Joss remains alter reducing tah income to zero nthe two previous yea 
remaindee is cared forward to future years as an operating los carryorwar. 


‘Dating 2008, American Laminating Corporation rapaned an sporting te of $125 mien 
for francis saportng and tax purporo. The enacted tx ae fs 40% for 2006, Taxable 
‘ona, tax aan ard income ator padi veo previous Yrs were alls 


7005 35 milen 40% ‘a nalion 


Here's how the incre tx beni the operating lass canyhack and the aperatieg ke 
canylormard 3 deterred: 
(Siemon) 


change In baance 


Journal Entry atthe End of 2008 
Aeesiablereoe tax etund 87 > 22) 
Defered tac ase detente are. pea 
Treome tax boneht—opeating loss bslnce) oso 


a3 Wlee<8 |p 8 i 


‘The income tat benefit af bath an operting ose carryback and an operating ke 
‘oeward is recognized for accounting purposes n the year the operating Ios occ Th 
alter-tax operating los reflects the reduction of pst taxes fom the ls earyback an 
fax sovings tha the las carryforward is expected Wa eeste 


‘Operating foe before income takes 
lua: Income tn bona 

“an refund fom oss crack 

Futur tax sovngs rom lose earcrvard 
Net operating loss 


‘CHAPTER'S Acoutngfor nema nes 797 


Se tha the in a en (49 mines thaw when eased 


ets ay the llsatonforvard ono year (se Musration 16-2A) and assume a peron- 
<< trite in 2007 revue in pretax aecoonting income of 15 milion. 


Statement Presentation 


SHEET CLASSIFICATION 
cise balance hoe, fered ax assets aa deferred x Uabiities ae casified as 
caret nance’ ascording to how the eae ast: bites re clase for 


Tax Amount Not Related to a Specific Assot or Liability. Somctines.a 
avec wradefered a hatiitycanmet he wdewfied with pectic ate Habe 
hia ht tcc, boul be arf esr to wisn he dang rmpray 


ae Ste ti anc ton i are evanescent er 
Nae SSeS 


‘Operating lows caryforwarls also ac unelated to a wpecifc ast ability and soe 
sified as cart or nopeurent aceontiny when futur income is expected to he 
realize the heme ofthe cryfocwt 


Valuation Allowance. Any valuation allowance for deferad tux ats should be 
‘ate betwen the curent and noncarrtaarcunt in preprtion (othe amounts 
tax aweis that are clasfied as caret sod poncurent tn ear istration, al ace 
"ac aes ene classifies cue, 0) ny valuation allowance would be oped 
‘et current doferred tx ase. 


DISCLOSURE NOTES: 


‘required pertaining to amounts tepored on the balance sheet. Diselasure ots 
veal de 


+ Tal ofall defere tax Hsiies ($18 milion jn our Mastration 16-10 Nee, 

+ Total ofall deferred et assets ($26 ion in or Mlustcaion 16-10 Now, 

+ ‘Total valuation allowames recognized for deferred ax uses. 

+ "Netchunge inthe valuabonallowase. 

* Appronimate tx effect of each fe of emporary diferece andl canyforwand 
‘nits 2004 balance sheet. the Cogs Palmolive Company reported etn 

ferred ta Tsbilites of $456 million. The carnposiion ofthis amount was, 

disclosure mate shown in Grape 16-5 


Operating Loss Carryforwards. in akition. the amounts and expiration dates 
bberevealed for any operating lns carryforwanks Resnembr, operating loses can 
{ora for rection of ftre wae ince for 20 year. This potential tax 
foreshadow desirable cash savings for he company if euming® sufficient bea 


a 


oe anticipated before their expiration date, The presence of large operating 
facyforwarth ale ean mae an unprofitable company 0 atrastve tage for cquin= 
ya company that could se those fs cary forward to shitr its own eammings from 
vi that loss deduction. I the HRS determines that a auton f made ally w ob 
thet beneis of operating loss caryforwands the Jeductions ill not be allowed 
{ meiatin seul 0 detec, Sos ot ureomimn To eomnpanis to pare 
erating loss caryforvards 


Tax Expense, Disclosures ako ae required peraiing wo the Income tas ex: 

pened on the Income statement. Disclosure note ould reveal the: 

‘Caren portion ofthe tax expense (or an benefit. 

‘efesred potion of the ex expense (ora Rene). with separate disclosure of amoants 

‘buble ne 

+ Porton that doesnot include the effect of the following separately dscoved 
‘mounts. 

|+Ojerating os careyforvards 

* Adjustments Jost changes x tw ates 

* Aystients othe beginming-o-the-year valuation allowance de to evise 
tines. 


+ Theres, 


Intraperiod Tax Allocation 
tl el tan nae tere ep cele ses early rom acme or * LP 
Fron coating peo uneranrs Seon oe proves Specialy nrantoed 
Potato) eurostany brs rox «por thx cron ie gece so 
to bt llow enero he sone ole ela enone nt cme 
tht tht eresent ous, recring bx operon, Presse th pie 
mo moe socnay profit us operon efbout nel ve th ait 


pevfociuace  Following.this lie, each sompon) of net income should relist 
come tax effect directly assoeatd with that componen’ 


2A gui couse on 


enclosed ibis 


‘Consequently. the total income ta» expense Fors reporting peri shouldbe 
song the coe state ens thas gave rive 4 1 Bach of the Tolowig Kens sh 
reported net of is respective income ax effects 


+ Income (a os) from eoodinuing wperations. 


With tax ate oF 409% wou! port $00 rillion pretax income that cto $10 
extraordinary gain this ay 


(Sinton) 
Income before tx and extracrnary Rom ($100 ~ 10) $90, 
Less Income tx expense (90 « 40%) a) 
Income before sar2erinary =m rt 
Extraordinary gain ret of 4 income tax _6 
Net ncome wo 


1 the $100 million pra incor included a $10 milion extraordinary os ater 
the lone would be repre net of associated ta ving: 


inition 
Income before tax and wvrsercinary Rom ($100 + 10) $10 
Les: Income tan expense ($110 > 40%) =< 
Income before enraorsinary in ry 


Esararainary lose (hata S$ n=oma tae benef 


noe sar ne 
nee eee ei 
"Extraordinary goin (net of $3 Income ton 7 


‘contrat with nderpetn as allen terminology sometimes yet desc 
income ates between two oF more retin perils by recognizing defer tk 
Hiabiies. White imerperio tz allocation is challenging and controversial i 
allocation is relaiely straightforward and substantially free from coottoyery 


Conceptual Concerns 


Somme aceowotanis disapee with he RASR's pproae oseeounting for income ae 
‘of ine most persistent objections ae oulined below 


‘Should Deferred Taxes Not Be Recognized? Some fel the income tox exe 
| reporting period shouldbe the incoure 1a acwally payable cureatly, Reasons o 
“nde the Contentions tha the lea abiliy foe taves ie determined only by te tc 
and that axes are based on aggregate taxable income, not individual component of 
‘rep amount, The FAS criners tht at omy pele, at desiree, oe 


a 


OHMPTER YS —AceuninaterheomeTenes OH 


comequences of individual component income from he inns repoing those 

{Ft is permit & company to defer paying wax on particular event. iis only 

ot wheter, the x wil be pa that impacted. Recognizing the tax elfect when the 

occurs, regress of when the ax wil be fa is conssen wid aceoutting 3 8o- 
‘ule than w eas bass. 


Deferred Taxes Be Recognized for Only Some Nems? Cris somtimes 
ha the ta abit for cenain recringeveot Will never te pu ard therefore donot 
‘abil. An example te cede he temps siflerence de to depreciation. 
te enporay dienes recurs frequently (as new aes are agate}. new ong 
ifereces ne tha fle reversing ditferences caning the balance inthe defered 
Asai account to continually get targee The conten i that no Faure 3x payment 
‘ibe reguiod, 0 molality should be recorded. The FASB's counter argument i hat 
wh the ezereate mount of deprecation difeenees 3 wet ange, the dered tae 
for @ pacar depreciable asset usually des require payment Tiss analogous 
specie accounis payable requiring payment even Dough We taal balance uf accounts 
pale may grow lags yearby yer 


Deferred Taxes Be Discounted? Sine x:cinas conten tha deferred ox 
and lisbiliies sould refs he time valve of moncy by Secrminig thse amounts 
conte present value) basis" For sore deferred rc amovnts sac a operat 
aryfrward that might be raized fe perhaps 2 esr in wome cass the me vale 
ie signiican: Practical considerations weighel heavy inthe FASB decison 0 

scounting.Diseountiag usally woold requ deal schesaing ofthe everals 
all ilerences reversing in the fue, andthe election of appropriate discoan rates 

ove practical dials, 


Classification Be Based on the Timing of Temporary Difference Rever- 
7? Some feel tar defer tax avict and Haies sos be casi na bale 
scare or oncurrent according w the ning ofthe reversal the temporary lifer. 
that ave set them, By ths view, thane dered aetna rele 

‘ferences tat wil reverse within the coming Your should he classified seu 
othr as eure. Advocates of thie view coomier inte consistent with thease 
perspective on defred tax amounts. Again. practic onsidration ne lesen 
FASB regucement that deferred wx ase or deferred i ability should be classified 


‘ome because the depreciate aac i cased at mincitert, or example, dos mot 
detailed scheduling of te yeu by-yearcrpitations and reverals of temporary di 
elated to depreciation. 


| MAKERS’ PERSPECTIVE 
‘Heme tates epresent onc ofthe anges expenditures thal nny frm incur When tate, lox 

foreign tines are considered along with federal tes the totals can easily con- 
Sane 40% of income. A key fact, the, 1a any decaf Ua naagers make should be the 
maton tees, Decision makers aus constantly be alert to pions hat minimize or delay 
{us Dun the couse ofthis chase, we encousterod sions i avoid tues (fre 
“pe, intrest om municipal bons) and hose tha delay tas fx example, ming acceler 
fel depreciation on the wx return). Asule managors make investment decisions thi! 
Susie he tae elect of ait aleratives. Silay, conde analyte souk coir 


See cate nnntetnt nn dg ee 
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how effectively management has managed is tax exposure and monitor the cumet 
prospective impact af tates on thet interests in the company. 

‘Consiceranexazple. Large, capital tensive companies with sigaficaat inves 
bullngs and equipment often bave eizable deferred tax Habis from tempor 
‘ences i depreciation I now invetoen's cause the evel of depesiale ast oat 
Iain the Sime enor time, the deferred x laity cam be eetively delayed ind 
Investors and cede should be wat for sess dha might cause teria 
ofthat deferred 1 lbii, such as impending plan closings of investment pers 
suggest declining levels of Gereeable asses Unexpected edeitional ax expend 
severly diminish om alherwineatacive pronpective rte of retrn 

"Yo also leaned inthe caper that deferred tax usets present fare cx beni O 
such deferrd wa ase tha ote tle azable fare tx deductions san pean 
arrytorward. When 2 company bas a lire operating ons caspforea lage smo 
futute income eat he earned x fees shelter ean be 2 huge advantage. a 
overlooked by earful analysts. 

“Managers and ousiers ar avare tht increasing debt increases ak. Defoe a 
ites nereane rere deb Awa! sm cenunstrae! nthe prions cate, 
Fisk fe is meacite by he debt 1 i al, ttl Habis vided by stare Be 
ty. Other ching being equal, the higher the debt equity rato, the higher the ik Sh 
‘he defred ts ability be included i te eompatstion ofthis abo? Soe analy 
fe that ot souk! be exchded, observing that in many ces the deere an hai 
remains the sume oe continually gs0N anger. Their Conenton is that wo fur x 
Ul be requires. Omners, hog, come thts no different fom te common st 
‘hich long-term hormiwings tend to remain the same conti grow argc. Rs 
Suppers the netion ha detered tas bailities re, be fc. viewed hy investors a ell 
"ies and they appear w discount dhe sccieding 9 ube Ging al eld o al 
tie semen 

‘Anytime managerial discretion can stely impact reported earings, alt 
he nary of the implications fr comings any wvesament We indicated athe tt te 
sion aso whethor or not valuation allowance ius, a wel as these fe 
Is largtysiseetonary. Alert investor shu! not overlook the potential for sami 
agement” hese Infact, ecent empiialcvklenee indicates tha seme comptes da 
fered ux asset valuation allowance account te range earings upwar oes ata 
Forecasts” 

In short, managers who make deciscos base on estimated pretax cash lows anda 
Investor snd cedory who make dec hel cm pretence nares ae 
ignoring ane of de ot imeveantasets OF those Uelsions, Tae shoul be 8 pi 
‘consideration in any business decision. = 
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DIFFERENCES AND 
‘OPERATING Loss 


Mid-South Cea 

able income of $25 milion In 2007, ts second year f operations, prea acca ia 

‘vas $48 million, which inctodsd the flowing amounts: 

1 nsarance expense of $14 million, eprescating one-third of a $42 million, eet 
ast an ability insurance pie tha deducted fo tax purposes ere) 

2. Insurance expense for z$1 milion premium on aie insurances policy fo the Sons 
resident, This is not deductible fri purposes. 
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pak gk 0 gine ai i a ig in 
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Ax ser wnt four-year wef fe was sequined lst year ts deprecated by the 
Stnight tine method on he inome safer MACRS suse on he ak tu, 
‘unig deductons fr depreciation to hemor than saight-line deprecation the fra 
1 years ut les than straight-line deprecation the nxt yeas in mlion 


Income Statament Tax Returr Oiterence 
hoe 50 si $0 
ca 130 208 a) 
2008 190 0 o 
20 190 8 a 
S00 S100 ° 


Equipment rental revenue of $80 milion, which does no ict an atonal $20 
‘linn of advance payment for 2008 en $100 rlion of ena evenue i epored on 
the 20 incre a rete. ° 
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J Tepe the journal etry o record Mid-South Cellars income tates foe 2007 
‘hats Mid South Cellar 207 net income” 

‘Sk How any defend tx amounts) should be reported vo the 2007 balan she 

‘AuGime iazableincome in expected 2008 sufficient sort any deduce aos 

‘mid forward! rom 207 


Pepre he journal entry record Mid-South Cellular’ scm tanes fo 2007 Sounon 
semtons) 
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Journal Entry 3t the find of 2007 
epee tara 


tectonic crete eenpy tae od et npr ew ont 


2, Whats Mid Sch Cetulae’s 2007 net income’? 


Protas accouting Income $880 
Income tax oxperse as.) 
at mcome S24 


3. Show how any deferred ax amounts) should be reported on the 2007 balance shot 
te xable comme fa expece! in 2008 afficient te aber any dete 
‘erie forward from 2007, 


(inmillons) 
Ftre 
Clatuieston Tanabe Detered to 


Cuent—€_ (Deducvbla) Tax (Aste) Usb 
Noncuret—N Amounes Rate CM 


‘olated balance sheet account 
Prepaid insurance 
Deprocsbo ssats 
Unbity ant reenived in advance 
‘Unrelated to any balance showt account 
Operating jos comytorward ° m x40n 2) 
Net current bit use 00 
ot renatrne Hab ata) oe 
pete . pens te net bed 
No net current amount 

Tabi: 
Dore ox labiy sag 
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Whats the difference? Explain to Laura how diferences between financil re 
standards an income tax rules might cause the two tax amounts to dif. 774 
levees inthe rales for computiog sabe ncane and those oe franca epi 
‘use amounts tobe included in taraie ince afferent year frm the yarn 
they 2 recogzed for Financial reporting purposes Temporary ailfereces rest 
‘arabic or deduettble anaunts when the Tempra differences revere A su a 
ments requentiy cut n years ferent rom the years in which the reverves an 
that cause the tees are generate. 

2. What is the conecptual advantage of determining income tax expense as we 
(774) Ice tax exper she combination ofthe curent tax effect ad the 
' comequences of the periods actties Under the aelabilty approach, the 
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of accounting fr income tees to veogrie a detere x labty or deere tox et 

forthe tax conaequeners of mrounts hat wil become tab deduce a fit yous 
result of varsacbons or evens tht already have ocured A result to recognize bath 

‘ecurrent an the defeat ae crsequen if the operons reporting period 


Income tants poi? c. 786)_Yes Some ferences Deineenateourtna income and ta 
{hte nome ie cau by tramactios and events hat yl eve afc eae come or 
‘aus payable. These ferences between aecounting ieare ar table neare do not re- 
vere ner These a permanent ference which are arded hen determining (the 
‘aepayatle curentyl the deferred ax effec and there the nore a expense BL 


‘THe BoTTOM LINE 


|, Temporary diferenes produce fate wxable amounts wen tbe taxable income willbe 
nereased relative to accounting income in one o more fue years, These province d= 

‘ered tas lables for he tase o be pai oo te ftw taxable amounts, Taco as 

pene forthe yea inches an arsexnt fr hich payment (or recep i deere 

“Hit to the amount for which payment is due curently. The deferred arnoun is the 

‘hange in the tax laity (or ase 

1+ When te fue ux comeguence of temporary dfferce wil be Yo decrease taxable 
note relative to accountng income, fuure deduce amounts ae created. These 

ltme favorable tax consequences that at recognize us deere wx aril 

‘afer ak assets are reengried for all dedeibletexspoary ifferenses However 8 

‘fered tax asset is thc euced bya Valuation allowace Fis more Mikey that not 

‘hatsome portion or all the dered tax asset wil ob realized. 

A Nontemporary diferences between the reported amow of an asset ot Hbiiy inthe 
Sinaia statements and stax basis are those caused by tansacbon and events (hat 

tder exaing x Taw wil never fet taxable ince or taxes payable. These are 

tirepaded when determining both the ax payable carson and he dered tax fet. 

‘The defered i abit (or asset for which payent or receipt) ie deferred is hased | 

‘orensced! ax rales applied to the stable or dedctbie aroun If change ina tax j 

law ervate occurs, the defend nt Taiyo abet is aujsied eect the change in 

‘team to he ais or recovered That fect rele-e i operating come i he 

sso the enactment ofthe changeit the tax lao rte 

‘When mubiple temporary differences exis, te otal oe future taxable amounts i 

snap bythe fate a rate to determine the appropiate lane or he deferred xx 

“obit. ond tho total of he furare deductible sou s mulled by th Future as 

‘ue toaetermine the appropriate balance forthe defer tan ase, 

1) Thx aves permit an operating lous to he sod 1 reduce taxahle income in other. pr 
‘ble years by ether catyback af the lose wo pir yrs (2). a earryfarward 0 the 

Joao ltr years (ap 1 20), The tax heneft of an operating Ios carrynack or an Ope 

ang lone caryforward i recognized inthe year ofthe on. 

Defer ax assets and defered ax lates ae classified as ctheecurent or noncut 

‘eat accomlig 1 how th related asset elas ase casi fr fancal report 

2, Disclosure noes should reveal addtional relevant information needed for full 

Adsl petsining to deere ts amounts repre oa the alance set the ep 

fais of income tse expense, and avilable operating los arty orwarss. 

‘Thzough intraperiod a allaton the vt income as expense fora reporting prin 

‘salocate among the financial statement tems thar paris ot specifically, iscme 

(o-los) from coining operations. discominued opesstiony,extraeinary ems, ind 

rior perio’ sajustments (othe beptaning retained earings balance), 
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THE NATURE OF PENSION PLANS 


(ver 60 milion American worker are covered by pension plans. The United Stas 
Funds ripled i size dng the previous #0 eeades and now ae roughly the ize 
front mational prodact. This powerful ivestment hase sow eontsols about éne-fourth 
oak macket Arun compan vel, the enormous size of pension fun 

‘odie pension cost that constites one of the largest expenses many compas 


‘rages Acti an inval wh pesca nents in socks, bands, cerfea of 
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oyaly that might enhance productivity and reduce tirnover Motivation to sponsor 
‘yb sometimes comes fron uni demards and often relsics wo boing competitive nthe 
ret 


Sometimes. employers agrec to annually connie a specie (fined) amount iva pene @ Lor 
ann Beall of employers but rake no comunitnent rearing Dewi atau 


be defined contnbation pension plans ane deinedheneit pensioo plans, respectively 
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1, Goverment regulations make defined benefit pans cushereme an saxty t9 


mani 
2, Employers are inercasngly uhwilling tn eur the sk of defined Benet plans 
‘vit defined contribution plans the company’s obligation ends when comebstions 
ome 
4, Then heen asi amon many employers rom ting wo “buy hong erm 
oyu (vih defined Bent pans) oping o tract sow alt (wih oe ie 
<efines comtibution pan) 
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“The two categories of pension plans ste depict in Graphic 17-1 
Hoth type of plans have wen ol: provie cee x employees ding 
tient years, Sul the wo types of las eer regarding Who bears the ssk—be 
ployer or the employeee—for wheter the retirement objectives are achieved. Teo 
of plas also have ently diferent implications for secounting and financial repr 

‘iscussion of defined coathution plans willbe brie, Although these are mo the 
lla type of corporse pension pan the relative simplicity permits a rather sr gto 
sscountng weatment that requires lie explanation. Ou the other hand, defined keel 


Defined Contribution Pension Plans 


Defined contribution pension plans are ect inereasingly popular vehicles or 
ers to prove retirement inet wi the paperwork, cosa fk general yi 
‘tadional defined benefit plans. Define contrib plans promise fed pera 


Fined percentage of employees salaries Theft plans, sivings plans and) pas 
afer the Tas Code section tht specifies the conditions forthe favorable tx 

‘hose plans) permit voluntary contributions by employees. These contributions 
‘matched toa specified extent by employers. Over 70% of American workers 
4010) plans, ore than tw tin dors are invested in these plans. 

When plans link the amount of coniritutions t company periormance, label i 
profit-sharing plans ine=ntve savings plan, 401C} profitsharing pans, ands 
When employees make comtibtions wth pla in ation to employer cont 
called a coniibucory plan, Sometimes the amount the employer contributes is ed 
‘amount of te employee contribution! Vanations are seemingly endless. An 
‘cea annual por of Cisco Systems recreated in Graphic 17-2. 
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Accouaing for thew plans ia quite exy ach year, the exployer simply words pension 
spense equal 1 the amount fhe anal eorrbuton, Sposa plan pecmines an anna 
Sehation ql fo 34 of an employee’ salary a employes salary $110,000 in a 


er ae 
es 


‘The employee'setiemont befits re wally dependent isn Rew wel ivestments per 
Wh teas the isk (er ewar) of tht Uncectanty? Th employee wouht beat he isk 
(Sceuin imvestent returns and, ceil ate Fr fr lea eierent than a st 
tpt On the ther hand the employer woul be fe of aay Tune obigalon, Beste 
“Se aclinvestrents ar hed by an independent investreat fir, tbe emplyer is ree of 
trecndesping esponsibility as wel 
Riisreversed in defined benefit pan. Because specific befits are ome at retire: 
‘he employer would be responsible foe making ap the ilerence when Ivete P- 
‘rman is es than expected. We look at dain bone puns nex, 


ined Benefit Pension Plans 
seting wide cash fund a pession plan, the uncertsnty sumounding the ee ofr 
on pln assets s but onc of several uncertainties herein» defined bene plan B= 
Turnover affects the miner of erployees who ultimately wil become eiible for 
i Renefits. The age at which etaployecs will chaoee to tlre ax well a ie exe 
ies wl mpact both the Jeng of the retirement perio andthe amount ofthe Bene 
Inflation ure comperaation eves and interes ates sv have be albence 2 
al ben 
“Tiss pticlarlytruc when pension beni ane define! bya pension formula as su 
‘ste case typical formula might specify that a retire wil receive anoual erement 
tnbased om the employee's years of service and anol poy a treet (ay pay evel 
he final yeas, highet pay achieved or average pay in he ist two or mors year). Forex 
9 pension formula might define anal retirement beelits ass 
9 Yous of service Final yar elary 


By iis rma the anoual tenes wan employee who reres after 30 yeas of eevice, 
final Salary of $1000, wou be 
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1% % 30 years % $100,000 ~ $45,000 
‘Typically «frm will hire an actuary. professional rained ina prtcwlar branch 
tistics and mathematics to assess the various uncertainties employee tumover, slay 
‘mortality, and io estimate the sompsny obligation to employees in connection Wi 
‘pension plan Such estimates ere iers=ty subjective, so separdess ofthe kil of he ae 
Sp, evimates invaraly deviate from (he actual outcome to ope degre or another. Fr 


See referee galas and asses on esse assets, When it's meeessiry 0 evi 
{elated the pension obligation because i's deterined fo be mone or fess than 
‘hough, these revisions ae refered to as loses und gains espetively, on the 
‘lity, Late, we wil diseuss the accounling reatmeat of gains wl fosses fm eh soa 
‘The point hero is thar the rik ofthe pension obligation changing umexpecsely or 
sion funds being inadequate 1 moe the obligation is borne by the employer with a 
enefit pension pian. 

"The key elements ofa defined bene pension plan ae: 

1. The employer's obligation to pay retirement beneis in de future 

2. The plan assets set aside by the croployer from which o pay the retirement 

sn the future. 

3, The periaic expense of heving s yension plan. 

‘As you will Jam i this chap, the fist wo of dese elements are px repo i 
im the Financial statsments, ‘Tis may seem confusing a first because tis inconsiten 
the way you're accustomed to teating assets and lables. Even though they arn 
recoded in he fora accounts, it's cical that you understand the composition ob 
‘enson obligation andthe plan acts because (a they affect amounts that cull 
ported on the balance sheet and(b) ther balances ae reported in disclosure nots 
Portanly, the pension expense eporte om the income statement isa direct. 
Detladic changes that oer in oth the peasion obligation and the plan asses. 

For his reason, we will devote a considerable portion of ont ealy discussion i 

standing he composition of the pension sbliaton anc the plan asses before 
Aeration of pension expense and required financial statement disclosures. We lb 
‘wih a quick overview of how periodic changes that occu n both the pension oblige 
{he plan assets affect pension expense. Next we will ex- 
lore how those changes our. bepimng with changes in 
‘Oe pension obligaion followed by changes in pan ase. 
‘We'll dhe turn to petsiom expense fora closer Took at 
Jum tone changes iatence is ealeuaion. After tal, we 
‘will bring together the separate but eave pas by using a 
Simple spreadsheet to demonstrate how each element of 
‘the pension plan artiulates with the otier elements. 


Pension Expense—An Overview 


‘The annual pension expense reflects changes in both the 
‘pension obligation and the plan assets. Gapbic 17-3 pro- 
fides a ef everview of how these changes at included 
Jn pension expense After the overview. We'll Took closer at 
ach ofthe components 
‘Nex! we explore each of these pension expense compo 
nents inthe goatext ofits being upto eter (a the pea- 
‘sion obligation or (b) the plan aes. ier you Tears how 
the expense components ase to these elements ofthe pension plan, wel return to 
further how they are included in dhe pension expense, 
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THE PENSION OBLIGATION AND PLAN ASSETS 


Pension Obligation 
Se more rly wha in ety ie peso si on. Uniri 
oon dation or he nia Srceming Wich dfn st 
ef pane coco Atay Te three wats elmer potion 
ee mening pension securing sy shown Gage 17-4 


{ts you wll erm that the peje bene aligaton he bass forsome omens of 
eid pension expense, Rememter. hoe is but one obligato: these are Ihe Woy 10 
The relationship among the thre x depicted in apie 17-5 
‘kok closer at how te obligation fs mearard i ach ofthese thee ways. Keep 


se he rims povided, she or he must urcesiand shir dxivation. 


D BENEFIT OBLIGATION 
1m employee leaves the company to take nothes job. Will she stil pet earned 
sttesernen? The answer depends on whether ths bereits ae vested unde the 
‘ofthis particular pension plan I hencis ate fully vested—yes. Vested eneite 
those that employees have the right vo receive even if thelr employment were 10 cease 


nt. 3 
Passion plans typically egure some minimum period of employment before bese. 
Before the Employer Retirement Income Sccuy Ac\ (ERISA) was passe in 1974, 
ovis ela ost benefits were cmamonplace. 1 was posable, for example, or 
employee 10 be dismissed a weck betowe retirement ard be let wth se persion ene 
ag reuirements Were ighened dratiall 1o protect omplayecs, These requirements 
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hve been changed periodically since then. Beginning in 1989, benefits ust ves) 
‘within five years er tb) 20° within tree years with another 204% vesting cach 

‘eae ual filly vested afer seyen yearn Five-year Vesting is most comamson. ERISA, 
{alse the Pension Benefit Guuramy Corporation (PBGC) to impese Hens a 

‘ets for unfunded pension labiliis incoravn instances ad to ade terminal 
plans. The PBGC is financed by premio fom employers equal w specified 

ic covensd employe. Ik makes retirement payment or ferminated pans an 
bute vesed benefit when pension labltics exceed ass, 


ACCUMULATED BENEFIT OBLIGATION 
The accumulated benefit obligation (NO) is an estimate of the discounted preset 
ofthe retirement benefits eamed so fry employees, applying the plan's pension 
Using exiving compensation levels Wien ws looks a detailed calculation f the 
tenet obligacion below, Keep in nnd that siplysubstinting the employee’ 
‘pemation in the pension formula for ber projacted salary at retirement would give w 
‘Cumaltes benefit obligation, 


PROJECTED BENEFIT OBLIGATION 
{As doseribod carer, when the ABO is estimated, the most recent salary is inclu 
‘easion formula to estimate future: benefits. even i he pension formula specifies te 
{year's solar. Noariempt i made to forecast what tha salary would be the your eles 
‘ment. OF course, the most recent salary == offers an objective nomber to 
‘hligaton, ba is icrealistic Since i's unlkely that thet will eno salary incre 
ota esiement, 3 mae weaning measurement shou! include a projection o 
lary might beat eirement.* Measured this way, he init is referred vo us the 
‘penefit obligation (PEO). The PBO measurement may be less reliable than the ABO 
‘more relevant and represnationll faithful. 

"To understand the concept involved, Delp to ook tw numerical exampe. We 
plify the exzanpe(lustration 7-1) by looking at how pension amounts would be 
fo a single eaphoyce. Keep in mins thou rh, tha in actly, calelations would be 
the actuary? for he emiteemplayce poo! ar than om an indvidal-by-indvial 
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Wit sary’ estimate he inl aay hat change. the PHO a yale athe end 

soul bo $139,718 as demonstrate nso 1-14, 
Pes value n= 27,1 Bef Acer exmaesemplyee ha ‘usmanon 17-14 
Tatroatbetefta st 2006 ewrediae os) veuremancanesst PB in 2006 
‘Sryaies ease Vac} ee 5000060 = 
‘$138,715 (P80), $36,800 pe yout 
208 20 Beas) 200 herve, 
fn HUES) roves you 
Tyee Ero Bye 
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Jn the PBO. Notice that he PRO ieveased uring 206 (Iiesatom 17-1) 

3119,823 1 S13.715 fortwo reasons: 

1, One nor service year i neluded in the pension fora clcoation (sevice et. 

2. The employee is one year closer event, caus the prevent value uf bentis 
Tolnereise dae the time value offre benefits (iret eos) 

‘These represent two ofthe evens thot might possibly ce the balance af the BBO 10 
Le elabarte on thes andthe thre other evens tt might eange te Bazace of 

PAO, The ve events a (|) service en, (2) interest cos. (3) pra cies com. gins 
hes and (3) payments ened employees, 
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the amouat of thot year's service cost his represents the increase in the projected he 
shlgation auibutablc to employee servic performed during the period. As we explain at, 
Italeri the primary compenent of Ihe orl pension expenic. 


2. Interest cost. ‘The second reason he PBO increases called the terest cost. Fe 
‘hough the project benefit obligation i nx formally recone a a bili tec 
‘anys hlunce sheet it isa iablltyneverheess. And, a with ither Habit, Ine 
‘rues om ls balance as tne passes. The arsount can be calculate directly asthe 
‘iscount rate mulipied by te projectes Sensi obligation at the beginning of te yer* 


i ener ney 
cost liom: 
P20 at the beginning of 206 ond of 2005) 
Service cont (1556 1» $40,000) >< YANO + 18S 
‘Annual retvarent bereits Tedcoumt To discount 
er 2008 sere temas to 2006" 
Incorest cost: $119,022 €% 
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From 1.5% 1a 1.7% 


1.7% % Service years Final year's salary 
[revises pension formula) 
‘Obviously, the anu service cost from ihis date Forward wil be higher tha i 
‘have been Without the amendment. This vil cause & more rapid future expansion afte 
"PHO. But it aso might eaose an immediate increase in the PBO as wel. Here’. 
‘Suppose the amendent comes elective for future year” sevice only, without 
nition of employee service to dite. As you might imagine, the morale and dedication d 
lng-time employees ofthe company colt he expected to suffer. So for scoanma 
‘sethical reasons, mast companies choose 19 make amenudment retoacive to pie 
Tether words, the more henefical tenn ofthe revised pension formula are not apple 
vo future wervce years, but benefit anuibtblew all rior service year also ae 
tinder the more fivorable rms Obvious, this deison is not without cas 1 he co 
‘Making the amendment retroactive to prio years adds an extra layer of rttemene 
increasing the company’s beoetit obligation, The increase in the PRO atibaabe mai 
a plan amendment retroactive is refered to as prior service cost.” For instance, 
17-6 presents an excerpt from aa annual report of Ecolab, ne, describing te ince 


CUMTERT7 —Fandars wd Other Posveikerene Benita 837 


‘Lets pt prior service oa nthe coment of tr tuations 
‘the end of 2005, and therefore te begloning of 2006, he PB is $119,822, If the plan 
‘numended on Jansary 3, 2008 the PHO could be recempicd us 


P60 wahout Amendment P80 with Amendment 
1 te x10 yen © S400000 = 60.000 4.7% 4 Dy. S400 = § 6000 
2 ome» Trae ~ o8uI95 sonqu x Thaew2 = 772,955 
1 Sean 9s x 17411 2 S7I99S5 A781 = 138.788 


siga7e 
Pro nese ost 


‘The 85. 97h increase in the PBO airbutable wo applying the move generous ems ofthe 
_anenment to prior ervice yeas i the peiorervice cos! And, because We assumed the 
_mendpent occurred tthe heginning of 3106, both the 21105 service cst an the 2006 i 
‘rstcost would change sa rel te rior service cos. Thi hw 

780 ot he begining of 2006 fn of 205), 

‘er servic cst (determina above) 


reread the PO 


Same 
Ino lenge cout th beeing 1 208 Fi 
SevinconeTocety <0) atten 1856 
Hiaglistanas neh Yeacunt Todt 
‘emimacee™ “aoa “ta? 
eet ot SEN 
Fade rd of 08 
eee a eee 
caine een 
cnet the PO blac 1 ety 
meri akein= feels ASany : Tepito 
Termeni IS om seer 
ere ‘a0 perpen 
ne 2006 2005, 85 


Pen Bo years 
Retirement 
2. Free ihn f= 29, = atthe 
era ay iis 
"34800 » 1.4602 * 
crvaalnanyctpmoceinhen 


‘Ye pln amencnent would fect ot only the yen whi occurs, but also each nue 
et year because the revised pension foemula determines cach year's service ens. Contin- 
gona to 2007 demonstrates this 


— 


ee secnona 


‘burg 2007, he #80 
Increred mr onl of 
service tos and 


Financial lanamaes and bios 


PEO tthe begining of 2007 lene of 2056) stsagat 
Serves cose (17% = 1 yt.» $400,000) ~ 11.a6ee2 19565 1 
‘Deri retirerent hones To dati Tasco 
‘tom 2007 sevice we20as" ta 2007" 


Interest cost: 558,381 = 6% 
P80 at the onl of 2007 


er ln 


4. Gain or lots on the PEO; We menoned erie that a number of estimaesure 
‘sary tn derive he PHO. When ne or move ofthese estimates requies revision, he 
‘OF he PBO als wil equie vevsion The resulting decrease ot inctease i the PRO 
‘erred t 18a gah loss, respectively, Let's modify our usration to imitate te 
‘evsing ono the severl pose etnsie invelved, Suppo, for insane, tha ww 
‘maton atthe cad of 2007 about ination and compensation wends suggests ha the 

‘0 Fars’ ial sly shouldbe increved by 5% to $420,000, This woul ae! te 
‘mate ofthe PHO a follows: 


P80 without Revised Ertimate PRO with Revie Eesimata 
447M x 12yn $400,000 = § 61,600 17 ye» su8000 = 
2 81400 rae = 938;05 5,600 Tae = 
3 Saasas rR = 103.009 3902783 5.49863 = 
99.138 
boon FBO 


“The difference of $9,155 represen los on he PBO because the obligation wed 
‘oe hier than previously expcted. Now tere Would be thre elements ofthe Ines 
-PBO during 2007* 


P80 ot the begining of 2007 158.341 j 
Servieo cst calculated above) 15.258 
Interest ast (clcleted above) 9500 
Leas on PEO (eneulsis above} 2.55 
P80 ot he end of 2007 254 


[a revise estimate causes the PBO io be lower dan previously expected pi 
be indicated, Consider how a few of the other posible estimate changes would set 
PRO: 

‘+ A-chunge in life expectancies might use the retirement perio to be estimated 
years rather than 2 years Calculation ofthe present vali af the retirement nai) 
teeuld we n = 21, caer hang ~ 201 The elite ofthe PRO would increase 

+The expectation dt etirereat will our wo Years cle than previously out 
‘would enuse the rtrement period to he estirated as 22 years rather than 3 yea 
‘the series perio tobe estimate as 24 years rather than ¥0 years. The new 
‘weal pbb also came the ial slary estimate to change, The we effec om 
‘would depend on the eireumsances 

+ change nthe assumed discount rts would afer he present value ealeulation 
lower ate wld eae ein he PHO ight wuld eee 
ime ofthe 


5. Payment of retizerent benefits. We've son how the PHO will change eto 
cumulation oF service cost from year fo yew: dhe accrual of interest a ie pase, 


=— 
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ise amendmen retvactve w pir year and pero: ajsents When esmaes Payment redone 
‘hinge Ao change in the PBO cccus whet he obliga eee a nei sets Sela ees 
‘gare pd red emg rn. 
he payne of suc ene ot ape i. o preset ikon hese eve 
Int he natin taal cceuig anil ope wo ever Yea 
fomeiranet Rerembe. thn, n ei he ato we ae enc on er 
{ci pool of enploess conere ty the pension pan, Bue cena tvs would 
Nessim rape 17-7 sumac the fe mys PBC san cage 


|WUSTRATION EXPANDED TO CONSIDER THE ENTIRE EMPLOYEE POOL 
Foviarsinge employee, the PHO atthe ead of 2007 is $192.28 Lt'ssay no tha Global 
‘Goumunications has 2,000 activ employees covered hy the pension pn am 10H tr 
‘ployes receiving velrement benefits, Lazaton 7-2 expands te pumber 0 rpeset 
covered employees. 


| Seer ere eee 
Setar iamenmienamaanoee 


Pension Plan Assets 


Se frou fecus has brea on the players ciation ope einen benefits in the 
fn We tn our atentn nowt the rexouess wath whic the company wil say tht 
yacon—dhe penn plan ase Like the PB, the pension anaes ar ot orl 
ern the blanc shee tare actively monitred in De ple nial ems He 
‘iss, foo, must he reprints kes the Facil solemn ad expand Be 
towne return om these nets imcluded in the calculation of the perindic pension expense. [= 
‘assim nthe previous section tat Glo Cenmunicaons blgaion 6 $430 mil- 
lin for service performed 10 date, When employees rei. Wl there te suiccat funds 0 


— 


(0 SECTIONS Faw naan i bitin 


provide he anceipaed benef? To ensure sulficient funding, Guba will contibut exh 
‘etch year pention fund 
‘rename "The asets of « pension fund must be held by trustee, A trast accepts employe eos 


Jncome.yyoduing asset The accursed balance of dhe anna employer cant 
‘ls the return on te ineesiments (dividends, interest, market price appreciation a 


‘etura, the es the employer must away coneibue| On the other Rand relates 
tum means the sitference mist e made up higher conintions. In practice, res 
‘mass ofthe rate of rtun have ranges fom 4.3% 1 11%, with 85 bei te 
orsmonly epi expscation In Mutation 17-3, we sift he foc of oat 
{atti emphasize oa’ es plan oss 


Recah Globe's PRO athe end 207 450 milion. Because the pla 
cy $340 mili, te pension pans silo be unde One ean that ne 
‘Global incured 2 $0 lion price service cot fom amending the pension pat te 
ining of 2006, and tht cst sein Fanded ver evra yours the Taso te 
{pb academy fom resin the PHO diet the exalt evision sine funding ha en ed 

previous etimote Lat, we'll atm ac evision lo hve increas the PED 
lu. actual prfrmarce of theives la impacts plas dad sa 
eso nual for peasin plan aa wo be undrtuned Historical he und 
sn ovcunded pion ats plas has aed cosieah, Pit he Emplose Retirement come 
Sincimrcsseete Act (ERISA) in 1974, many plans were grossly underunded. The nw Iw exh 
imum funding andar among oc str designed o pot pln patpnts The 
‘Mandaeds rg ost plans cose ofall funding. Then the sock wake boom of 
1980 caused the ale of pan sear ary pron ands opel well ove ie 
{ete benefit bligaions. More than 80% af pennon plans were overCanded, is 
‘manages explored was wo divert fund co other aes of operations Today 4 
‘ans again ae underfunded May of ts vodeunded plas are Wah trouble 
Pacing empleyees ark The PGC pane re ned bout 3,40 et ath 
{en kes than promised pension nei. 


aE ag id 


REPORTING THE FUNDED STATUS OF THE PENSION PLAN 
‘Aconpanys PBD is ot reponed song las inthe baace set. Sia tbe plan as 
‘seacimuny ses ade apy thoes poet are ot reported ens at nthe alan oe 
weet, png 2 ie mn cme) fem tthe tierce Petwoen 
fie wo amour, efemed wv the “Tanda wars” of the la. roe oa previous discussion, 
‘ese te Fan ia fr bal be te following at Pee 1, 2007 and Des 31,2006 


‘Si plone) 2007 2006 
Projected beret siigstion (PBC) $450 ‘400 
Far yl of pln azote “0 “x00 
‘Underundeeatn 


scan the plan is underfunded, Goal rept pension lability of $10 eign i its 
387 lace shee and $100 milion is 2006, Ifthe plan becomes ovefuoded inthe future, 
‘Gta will report a pension asst iste. 

"Nou, e's 100k at al the wa hat changes inthe pension liable and the pession plan 
natal peson espense 


DETERMINING PENSION EXPENSE 


‘The Relationship between Pension Expense and 
Changes in the PBO and Plan Assets 


ie wages salaries, commissions and fher farms py, pension expense is arto x. com- 
fury compensation for emplayee services each year Accom! the accounting objective 
[sts achewea matching of thc costs of proving this form compensation wt the hens 
he xerviees perfor. However te it that ths fore of compensa actly spl 
‘Beapryees many years after the sevice is permed means tht otter clement in aon 
‘ileal service con wil affect the ulate pasion er). Mes her eleient a e- 
‘edo chunges ha oecur ove time bot the pension Hi ity andthe pension plan asses, 
Gahic 17-8 provides asurunary of how sme oF these chases inluence pen eaperse 


onthe PBO or on plan ates, sins the Global Corimunictons Mutation to derton- 
sue hat effect. Now, let's expand the sume ilustration to see how these changes affect 
psi expense, Uusraton 17-4 provides this expanded exsnple, 


COMPONENTS OF PENSION EXPENSE 
Ihstoion 17-4 demonsrates the relasicnship between some ofthe changes in the PBO ant 
pan aes und the components of pension expense; service cost meres cos, the return 
flor asets, pice service cont nnortiraion, aa eet gain or Wns bactiaton. Le ook 
ese ive components of pension expense ane a time 


|. Service Cost. ‘The £41 million service cost represen hs increase inthe projected 
eel option aint to enployee service peter during 2007 (benefits earned 
-symployens during the youn, Each sar hiss the frst compncat of he pension expense 


Lintarest Cost. The intrest cost exiuluod the iors rat actuary’ lscount 
‘lilies by he projected bene again tthe exon of he year, th 2007, his 
‘5 ames S00 milion, or 824 ion 
‘he PBO is ot folly reopHzed asa ability inthe company's balance set, bat iis 
Afihily nevertholess The nirest expense that aeerues o@ shale isn separately re- 
Jed othe income statement but i instead combined wih the service cost (and ober 
is) asthe second component ofthe annual pension expense, 
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Saag ee it Pn itt AS SM 


feworts rom the actuary ae the tutes of pan snes indicate the flowing change 
2007 in tho BO and plan anets of Global Commurestions. 


(Sin itions) Peo 
Begining of 2007 400 Beginning of 2007 
Series cart Ratu on plan ascts,* 
Interest cost. 210 9Rerpected) 
Lows gan) on PB 22 Cash contributione 
‘Less fctes benefits 8 Less Rete benefits 
Enact 2007 Heo end ot 2007 


‘ost-persions ot $85 lion predou locos aszaeded previous gal. The average 
Ing series ie of employees Is etimates 2 15 yeas 

Gob’ 2007 Pension Expense Is Deteviined as Follows: 
Servew cont 

Incorest cost 

Expected retur onthe pln assets ($30 sca ess $8 gai) 
‘Amortization of pri service cost (aia Ite) 
‘Amorcaation 6f net ost-pensons (ales ater) 
Penson expanta 


Is 
iz 


‘soo aa 


{LReturn on Plan Assots.Remenbor, plin act comps ind invested in socks, bonds, 
“lth secute tha presumably will geneote dividend nest ad eapital pane Bach ya 
“des eamings represent the tur on plan ase daring that yur, When eesouting Het ve 
tm we el elertz Pete i aera the eyed erm al he ead et 


seal versus expected return, We've assumed Global's expected ras of return 955, 

\Giseapecte een cn plan seein ANT as 9 aes 5208 los, $7 lien But 
‘sprevowsy indicated the aul rate af resu in 2007 was 1%, podcing anata eur 
pln ass of 10% mes S100 million $30 milion. 

‘Oyu. esting pln asset in income producing ase: lesen the amounts employers 
econo he ud, te eta on lan ase ease he tom having x pension 
ut Aceon) he et on lan ase cach year dics th arnt ete as penn x 
_ poe Jntu te inert expense hal acres 0 the PBO i ins a somponet of pension 
_rgeme he than being spacey epee, he yest rvere en pl ast is mt Sea 


‘Adjustment for loss or gain. A conroversial question is hen dfeences between the 
scl and expevied rotum should te recognized in pension expense. Kt som logical tht 
Sse net ont of havin pension plan reduce hy the sea ear on psn aes, the 
‘fag o pension expense oul Bethe actual tur on plan asses. Howeve, the FASR 

Ped that che actu eam sul fist be aused by wy diflerence between hat = 
“and what the ctu had ben expe to Pe S03 cualy the eect eu ha 
ede inthe cleulation of persion expense In cue istration, Gabl's pension expense 
ede by the expected retur of $27 mln, 

‘Thedtferene between the actual and expec eum is considered a fos or gain on pan 
wets Although we doa’ ince these asses aa ins 2 pt oF pension exponse when 
‘hy fer is passe they wil affect pension expense at ltr fime. Om the REAE PAE 
se nce hw dat ght happen 


hl’ PO de to ecalculting benefits employes erm in prior yeas 
mendes efered to a the Por rice cow, OVI peor sevice owe als 
Secxt of having pension plan. But when should his cone recognize ss pension ex- 
au An argumont ean Pe mde thi he coat should he rege a expense inthe year 
ie aneodment when th cst increases the company's pessonoblgaton. In fat, stmt 


Fenn the cont is no ecognized as persion expense in the year the plan is ameoded. ti 
vis ecognired ws pension expense over the tite tha! the employees who Reneited 
fia the Febuaetive arent will work Tor the copay nthe ture, Presumal, his 
Ita ervice period is when the company il ecne the hei fit actions 
nor lostation, the amenmeat occured in 2006, inerssing the PHO at that ie. For 
aval employee, Jessica Faro, te peor service os was caeulate Wo be 813.976, 
“rotson assomes that, fr al plan porepamts, the poor evice con wa $0 milion 
“tie tealaning of 2006 The prio service cont at he Bef 2007 is $86 ilion, The 
lowing section explains how dis wma was compte, 
‘Oe trumps in ou illuarajon is habe average remiing service feof the ate 
oye group is 15 year. To recogizethe $60 millon prot sevice ext in egal sna 
ru hes poi anu atria as an csc etme er 
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Inceremanttvuron 
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eA secmons. 
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Amortization of Pier Service Cort {in miions 
Series cost “I 
loterest cost 
Expected return the plan aasots mm 
‘Amortization of prior sure cst in 
“Amortsiton of nat lore seneons nei 
Pension expense B 


‘He aure to ante that ven though wee amentzig it the price sevice co mt 
se but instead a part of accumulated wher ceamprehonave lncome, a shareholders 
‘account. This iz result ofthe FASB's current csnlinaion wo Wea te cosas an 


‘als also cates the wae way st a ported among Che gain ad le 
‘ius! come statement. You fist learned about comprehensive iacore in Chap. 
‘again in Chapter 12. We'l revisit agai ltr in dis chapter. 

“The prior service cost declines by $4 millon cach yea: 


Por Serve Cat Shnwitind 
Prior service cost at the beginning of 2007 86 
(een 07 aeroion i 
Porsenna eo of 257 2 


‘5. Amortization of a Net Loss or Net Gain. You learned previously tot 
Joses can occur when expectations are revised cnacering either the PEO the wt 
plan assets. Graphic 17-9 summarizes the posible 


Like the prior serve cost we jst discussed, we don’t inetd these pain and 
pct of pension expense inthe income stiement, bu instead repo ha 8 cher. 
sve income in the Saterent of compecheasive income as they occu. We thea ep 
And lows on a chrltive bass asa ne one-pensions ora et gain-pensions, 
‘whether we have greater sie x gains over time, We epon this aati he bla 
28a par ot aceumudated other eomprehensve Income, shareholders equity scour 


[rovding a pension plan and, conceptually shouldbe ich in pence expense 
‘Neverthelds, The FASB requires ths income statement reeogaion Of gat a 
(rom either source be delayed. Why—for practical reasons. 


INCOME SMOOTHING. 
The FASB acknowledged the conceptual sborteoming of delaying the recognition ot 
‘ora Loss while opting fortis more politically acceptable speroach, Delayed 


— 


GUPTERYT Penton and Other Fontetiorent Betts AS 


‘oyored bya dominane segment of comprate America that vas concerned withthe effect oF 
ll esis am! loses io iomeiaely impact repented exingn. In 2006, the PASD dee 


‘eid fo formally reson al aspects of accountng for 
postetirement benefit plans, gcading thi Wealment of 
‘ins and fosses The projet il ensideroverhouling 
Ue entre system for scanning for and o 
‘postetirmeot benefit. This result might inlude immed 
‘ely including, gins ac) Tomes i pension expeme, 
(Gere eliminating income sce 

“Dh practical justification for delayed recogeition 
‘ha, overtime, gains an oases might cance on apr 
‘oo Given tis pony. why create winecesnary act 
‘ons i ranted income by lating temporary gains and 
‘ows decrease and inctesse (respectively) pean &- 
fente? OF coune, as years pass here may be more gains 
than losses, vice verse. preventing thir sting oe 
‘nodher completely. So, ine: gain era net oss ges “100 
large,” pense expeme rst be aise. 

‘VAS 57 defines too large rather arbitrarily os being 
when ant gat ora et ve at the eying oa eaten 
‘ted an amount equal 9 1% ofthe PEO, o 10% of plan 
ets, whichever is ighes "STA 87 cefers inthis thesh- 
(ld amount as the “corridor” When the corido is es 
‘ceeded the ence i ot charged o pension expense all at 
‘pee, Instead, ab further concession vo income smooth 
‘ng only 9 poten the caves ached in pasion ex 
pense. The minimum amount that should Ne cde is 
fhe excess divided bythe svecage femaiting texvice pee 
‘od f active employees enpested 1 reecve Denes Un- 
‘er the pan = 

‘nc illsaion, ser sesuming net los pensons 
‘$55 lion atthe Beginning of 2007, Als ecal hat the 
BO and plan see a $100 milion sl $300 milion, 
spectively aha ie. The asst amortized 0 2007p: 
slon expense $1 nilon, cabled as flows: 


Determining Net Lots Amerteation—2007 (Samer 
Net os (previous losses exceeded 


previews gar) 


55 


10% o $400 6400 pratar than $3008 


‘he ’eorisor” 


0 


Excess athe begining ofthe ear 5 
‘Average reming vervice pio “15 yous 
‘Amount amorizad © 2007 person expense $1 


‘The pension expense i increased becanse act loss is being amowtzed. ape gl wee 


"née tht the ct cos of proving the pension plan had decrease, 


pepe 
etna neue 
Seong se 


Amortization ofthe Not Lote Pensions: (8m mitons) 
Series coat SH 
Interest cout ™ 
‘Expect return onthe plan ascte a 
‘Amortization of lor eric cat 4 
‘amortization of net los panaions a 
Penson expence a 


‘This amortization reduces the net jos in 2007 by $1 min, Also call that 
cred (a) $23 lion hos i 2007 Ir evn estmats relating the PHO el a 
‘millon gain when the 207 retur Op lan asses was higher than expected. Tes 
‘hangs affeca the wet loss-pensigns ly 2007 4 follows: 


Net Lose-Pensione (Sin miles) 
a Nat lee-pensons atthe begining of 2007 55 
bm Lows: 2007 amortizaton 0) 
Fedica tat one Ps, 2007 las on PEO 2 
Less: 2007 gun oh plan ates 3 


Not loet-persone at the end of 2007 


‘Most large companies in Japan sponsor pension plans hat ae funded through 
‘estttions. Contbutions to pension funds ae ax deductbe, Because he Ie 
bythe government ae repried ax fice fos expense othe Income sateen, 
“apanese cpmpanies report anmoal persion expense equal 10 cash conch iton 
persion tuna. 

In-other counties. such as Frence egium, Finland, India, asl New Zesland, pe 
onts et cre hy arenaing start ntl ather cures pension accra 
ineleant because the oxeurrence of plan plans i are (Kowa, Agent, and 
for empl) 
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cording the Pension Expense 

fen sion 17-4 tht bas 2007 pense espero $43 mon. Tee of 

Fhe components ofthat exyene eft the pon bly” Hoes why. The expense 

cae th mili eye cont andthe flo ies eot, bah which 

FePNO. Soe te pesonkaly tbe differen etnecn the PHO a plan el 

te PO oes ups does the psn Sat Sima, dw expense cues 2 7 

ction fect expec rr la ci. Si the pena iy i 

c etwec the PRO an plan act, when the plan sos gos op. he psn ait 
ine These anges ae refed efllowing es 


‘The pemsion expense sso inlates tbe $ milion peor service cost amotizaon and the 
41 millon amortization ofthe net los-pensions as we called ears, Unlike the other 
“eects, thou, these amortization smut aff neither the PRO mor he plan 
“seth and therefore don change te pension ity. snr, amazin rece he 

Pulnces being amomzed: the peor service east decrsses by $4 milion and the net 
persis hy $1 milion, us the credits thoxe acco 


Recording the Funding of Plan Assets 
al is em ives oe pen as he wa of oe pan at 


‘ncenes by $28 rilion. Since the pesmi Hb isthe race ofthe PO over plans 
‘cut ability reduce When pan ass increase: 


‘ii ach year financing desi affects by cas ho and tan eunsieration, as wel) 
unimafuidingreyuirements of ERISA, Subject fo these considerations, cash conte 
ar actarally determined withthe objective of aceulating (along with investment 
eS ete book Ws prove ory Taksinen Kota 
‘The pension expense i of course, epated nthe nce ate nition. the com> 
tos ofthat arpoune ust be reported in dsslosure nos. For instance, Nonhwvest Ait 
deserted the composition of te pension expense inthe diaclosre ne nite 206 
report shown in Grape 17-10. 


Recording Gains and Losses 


49 we discussed carl, ins and loses (ihe from chaning assumptions regarding the 
hdr fom the return om assets eins higher ee omer tha sxpeted) ave deere a ot 


zy P20 
3 | Less lan aes 
20 | Porn at 


‘down, As real the pension liability ince by $20 rilon. 
‘Remember, gins andl lames eccme par of either ant oss-pensns or et 


beg ti See nt Oe Coen 

Frome cnt-OCl dct PO dln omar 
"pecan sa 

‘an amendment reducer rather thn ncreaee the PBO, the negative prio 
‘98 would reduce bath the prior service cost and pension ably. 


Comprehensive Income 


Comprehensive income, as you may real foe Caper 4 sa more expansive viw 
ome tan traditional net come, fn fae, it encompasses ll changes inequity tha 


CIE Paiontand Other Ponte ents 84 


fomitanactons with ownor" So, lito to et incons. comprehensive ineome i 


usteanon 17-5 
Scoenontot 
Compechennve 
come, 


Cains a ose ot 
‘yall as ary new Bor 
even cov thou 
‘i are amon the 
ther sompronaneve 
oorea te 
posed thay acer, 


Other comprehensive income (OCI) ies ae reported bet (a) a they cur and (25 
cumulates balance ae shown nUlusttons 17-Sund 177. 


ther comeransin irceme is eported priosicy ff Ihuusreanon 17-8 
‘Fs created and) so i roported a a cums, Reporting 


hon eyorig sig oan eer eet cmp lace) 
set crea ring fe ose pe tar ear ces oer 


‘center ary een ihe ei a mm, 


ref af & 
asf cf ¢ 


asi af 


‘perpen wd ts tert nance sd ts mn eu ha arpa 


in the balance sheet. Comprehensive Income ineludes (a nt income and (b) oer 
hensive income, Notice thot We por ct income that occurs in the eure! epi 
Im the moame saiement and also report cua nec inece hat has hoe 
asdividends) in the balance shect a eta earings. init, we wept ther 

sve income a it cecurs in he curent reporing period (ee Hhstation 17-5) and a 
‘accumulated exher comprehensive Inco in he BalaRse Rt, In its 2007 balan 
‘Global wil epor the amount as shown 1 Mhstration 17-7. 

Look: back tothe schedule on page 84% ser how the not lons-pensions eres 
[855 milion $74 million dhsing 2007 and the schedule on page AML Ys eee how te 
service cout decrease from $36 milion o 352 million. The pension Huby repress 
‘uderfunded statu of Glabals pension plan on te ta dates. 


Income Tax Considerations 


‘We have ignored the income tax effets of the amcunts in one o focus onthe ie 
Note. though, that as gains and loses oxur they are reported net of ta (as expe 
gain tax sivings for alos) inthe water of ermpehemive come ® Likewie. 
Inde och comprehensive Income inthe bane shoe 0 is rapoted eto 


Putting the Pieces Together 


In precoding sections, we'e discussed (1) te projected benefit obligation Cinch 
dd to penadie service cag, acerved inten revised estimates, pla snestme, 
payment of benefits), (2) the pl assets including changes dc to investmea et 
ployer contributions and the aye of ene); (3) peor servi cost (4) gaia 
(3) the periodic pension expense (coniprising Componesis of each of thesel and (8) 
funded status of the plan. These elements fa pension planar Intests I elel 
how each element relates tothe others. (Ine way iW bring each part togeter ina 
_yradihee, We do his for our 2007 Gal Coramwnications Mstatkn in Grp 7 


oh it sen 


Yous spen several minutes studying this eaters, ccaning om Ue relation 
‘ing he elements that const a postredemient tenet pension plan. Novice that the Hs 
‘cme alum simply repeals tbe actuary’ rept ol how the PHO change ring the 
eat a explained previously (Mustain 17-2). Likewise, ts second cut reproduces 


fecamges in plan sae we discussed ari llinseation 17-3). We've alo previously 
othe changes inthe pra service cov (page 4) and the et toss-pension pape 846) 
he dpc in the hid and Fourth colts, The if colin peas Ibe eakulation 
te 2007 pension exponss we determin ealct page 842) andthe ea comtion fo 
lie jesia fod isthe sole ez inthe cent column. 

“Test coun shows the changes inthe funded ats os plan. Be sur to nti that 
una stasis Ue ifference bebvoea ds P8O (clus 1) a tx pla ast olan 2). 
‘Tat means that each ofthe changes we seen ether ofthe fr two calamas lso is elecied 
‘a chage inthe funded statu a te as column. For example, we bed eae tha When 
Gal ed $48 milion ts plan wast, the pension laity decreased since tthe excess 
ft PBO over plan aus. We se tha rl nour spree, 

Not that cach change i forma eccunt Me she cons) sete ext 40 
me cols. Any of technges hac fe the persion ity (rast also s eporiedin 
Deo te fst ta ek colin de tote lana desea the pio paragraph 


DECISION MAKERS’ PERSPECTIVE 


Ah ancl statement its te casas ofthe polis compeomnes of SEAS 7, 
feat poviced inthe dislrsne notes ferumacly makes ufo seme of he deficiencies 
SB 132 revised the peso doce reguieress* Fovenns aun the ose dslostes 
tn changes inthe pnjerted bene obliga, changes ihe Fir val of plan ass an & 
wakdowa ofthe components of be annual pension expense. Cine information aso i made 
alee to make it pomuble for rte analy eer the Fail atten ith 
rion ates and ables incladed. Wel ook at speci dis csurs afr We discuss posts 
Tene tencfit aber han pestis becae the peso ph aerate get 


Fir Sra otf ne bt arn ni 


—_ 
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(258 SECTIONS Fanci eens ad iti 


Investors and creditors must be cautious if the nontraditional eatment of pension ini 
‘mation whea developing financial ratios as part of an analysis of fecal statement. T 
‘anious elements of pernions tat are not ported separately on the balance Sect al 
‘me statement (PBO, pln assets, is ant Vorses) ca be included in ation sac 
‘eb equity rato oF rem on asses, but only by deliberately obeasing tose nu 


‘Aoenced hy anoants reporied in pension discksares. Companies with elaively sate ut 
scogaized pension cost pre servi con, et gin or ls) can be expected to et 
‘elatiely high "wanstory" earings component Recall tha tansy earnings ae exec 
10 he less predictive of future earings sh tbe “permanent” caring compancht 


Settlement or Curtailment of Pension Plans 


‘To cut down om cumbersome paper: an essen thei exposure tothe risk poe by 
fined benefit plans, many companies ac jroviing define contribution plans insea 
times the mot vation to Terminate a plan take advantage of the exces ering 

‘of way plans that was eae bythe stock market boom af the 1950 a 1950s a 
‘vet these assea fo another purpose. This tend was given impetus in 1982 when 
‘muna Group wok over ailing ASP ard used the acquired company’s excess peti 
‘utes to finance its tamaround. Since shen, so-called reversion aasst have bon wed 


stance, used $16 billion fom is $5.6 lion pension Furl o bolster operations dixng 3 
riod of depressed ol prices in 1986, Asset reversions are not as como tw ie 
largely hocaine of exche axes on amounts recovered when plan are terminated nd 
‘estitivelepsaton taken by Congress in terminations 

‘Wham a plan is erminated, SFA 58 raquires a pain or loss to be reported st tht i 
For instance, Melville Corporation decribed the termination ois persion plana the 
Towing disclosure note: 


‘Grapine 17-12 
Gon onthe 
Termination of x 
etna Bona Plin— 
Melle Corporation 


Con REV 
Allied Services, Ine. has a novcontibutory, defined benefit pension plan, Pension plan 
PENSION PLANS had a fair markat vale of $900 mullon at December 31, 2006, 

‘Op January 3 2007 Allied amended sc pension formula oinrease benefits Fin ih 
vice year By making he amendment reiroatve to prior years, Alli incurred spi 
ice cow of $75 milli, adding tothe prsiows projected teneft cbligion of S875 ni 
The prior service cost is to be amoatzed (expensed) over 13 years, The service coi 
milton for 2007. Both the actarys discount ate and the expacted rate of retra op 
ets wore BS. The actual ite of fem pan abst was 10% 
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Projected Bonet Pension 
Samtors) ‘Ghigstion” Plan Ansats Expense SOLUTION 
ees at an. sas no $0 

Pr wervco cost 75 

[een coat eT ” 

morn: ont S75 +7513) % % 

Feta on pan attets: 

‘ea $900 * 10%) wo 

Expect ($900 BE) co 


Anertcaton of prior service com 75.» 18) 
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ISTRETIREMENT BENEFITS OTHER 
THAN PENSIONS 


ee et nt csi a oa ps er S| | 
| 
| 


of ezement befits fo compensate employees for their erent services: Many eon 
‘alba fetish ether postredirement benef 10 bei raired employees. These may 
ide medical coverage, desta coverage ife insurance, group legal services an other 
'By far the mont come is heal eure benefit. Ove of every three U.S, wks it 
jad large-size companies participates in health car lan that prove or coverage 
tues nt sedemen. The arepae inc s Considerable the oa obligation for 
1 operations is abt $500 lion 
‘ct 1993, nployessecounted or poseierent bent sss ona py a6 yong be 
sneaing the expense each ear was simply the moat of sane premier resical 
pa, dspendin onthe way the compiny provided hes care benefits. SPAS 105 e- 
is sconce erat approach. The expected fie rath cae cons for retirees no 
he ecopmzed a an expense over the years necetary fr employees i become ened 
ts hein This the rl ess that alos the has oe pens arcing. 
left, accountng for posuetiement bene is sini sst apts wo accounting for © LOR 
encits, Thies Recnase the tw forma of Benes se fundamentally smilae Each 
fom of deferred compensation eared during the emvloyes' service life and each 
be smate asthe present valu of he cost provid fhe expe Fue Deets. 
(Gara Motors described its plan as sbown ia Graphic 17-13. 
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‘ieclonsree Gener! 
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ears erie, 


Despite the simiattes, bough, thers a few diferences in the character 
teoefits that necesita dilferences in accounting weatmem. Because accounting fo 
‘ype of retire benett isso nearly the same, our discussion in tis portion ofthe 
‘ill emphasize the ciferences, This Will allow you to use whet you learned ear 
chapter regarding pension accounting na foundation for learning how to account for 
postretirement benefits. spplementing ht commen base only when necessary. Foss 
the differences also will eee your understating of pens accounting 


What Is a Postretirement Benefit Plan? 


[Before aressing the accountng ram “cations, let's look at typical retire heal 
‘plan ™ Fr t's porn to stig eiee heal care benefits fom health Ga 
fis provided dorng ac employee's working years. The annual cos of providing 


yrs ot reaching a particular age, ct both For iste, plan gh eal 
‘employees ae eligibe for postretiementhenatts after bath Working 20 yea 
‘age 62 while inservice. Hip raqlremonts andthe nature of henfis usally a 
ified by a writen plan, or sometimes only by company practice. 


1, The amount of pension benefits poner based onthe numberof yeas an 
cemplosee works forthe company 0 thatthe longer the employee work, the 
latethe bones. On the other han the amount of punietreien rat ar 
‘ypicaly is unehated to service's shally an ll-cecothing pls in wich 
level of coverage i promised upon retirement, independent a te length of 
‘beyond that necessary (or eli, 

‘though coverage might be ident ca, the cost of providing the coverage might 
‘igmfcanly From etre o retiree un ro year io year because of lille 
‘sedical needs, 

Postrtrement heat care plans fen reuire dhe eiee to shure inthe eo of 
‘coverage through monthly comiribotion payment, For instance. a company agit 
fay HOM af insurance premiums. ith the retire paying 2M The net a 
roving coverage is ede hy these contibuions as well as by sy potion 
st pid by Meaicar ar ther insurance 

44. Coverage fen is provided wo spouses and eigisle dependants. 


DETERMINING THE NET COST OF BENEFITS. 
‘To determine the pestretirement bench obligation and the postretremen! ene 
‘he company's actacy fst mst make estimates of what the postretivement here cox 


aces ne Vor men i si es ey Wt et re 
‘tear past. ba treme vtdmes ap ols arborea 
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or cuentemploysek, Ten, a lise Cpe 17-14 av, conto those 
Dy enployees we deduced. 28 well ax Medicare's srs of the cst for rset 
ri eae ihe rr Geen ied nt te nt 
esiployer: 

Reember, pontetiement Health ear benefits at tcp cual costs pring the 
banca, athe than an amount estinaed by 2 defined beet forma. Ti makes 
sinaesinsnly meine, parsuly hea hell care cot in general ae 
tuto forecast. And, since pescturenet eal care beets are pat pak 

te nse ad by Mesicare, se coe cating anos ons eesti sel 
‘Ont ther ond, estimating postetrercnt ect cot ima in Ways a aie 
pension cs, Both asta ema x variety of wsumlons wo Be mde by the com 
sacar, May ofthese asurpnas are the sae for insace, ah eure etna 


Expected compensation increases he pli spayed. 
Expected age of death 
Namier and gs of beneficiaries and depen 


cour the rele importance of some estas fre fom at For pension plans. 


|. Tae caren cost of providing heath care benefit each ata parijpuns might 
recive bene, 

2 Demographic characteristics of plan pacpans ih mh ufc the amount and 
“imine of bene 

3 Benefit coverage provided by Medicare, oer insurance. or ther sorues that wil 
folic the net cont of employer-puvided bene. 

4 The expected health care cos end rate 


‘Ting thse sumptions int account the campny’s scenes wh the ne os 
heeft wil be fr crtent employes i cach yer of hei expected eect 
Sone present valu af dove cuts ste expec poset benefit bl tion. 


irement Benefit Obligation 


ae (vo rested obligation amounts. As inca in Graphic 17-18, me measures the 
othaton aa the other refers to specific pation he etal 
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‘23.078 veprosanc the 
portion of the EPBD. 
‘ated othe fst, 
Soyer the Se yoer 
servic prin. 


153.612 represents the 
‘toed othe fit 

Ti year ol the 35 yur 
Sree pores. 


he APR incnanes 
(he APBD soe) the 
Decienaf the SPO 

‘Sarno tote year 


he conta ene 
toot va oo yore 
Sorng which howe 
‘Sent are sumed 
Wieeovediy, 
crpeyen 


he aibution period 
‘Soca natin yours 
‘teres beyend the 
al etgieydte evan 
ites omy 


eos truvo ol ttice 


‘The accumulied postretitement ene obligation (APBO) i analogous othe 
benefit obligation {PBO) for pensions Like dhe PBO, dhe APBO is 
obligation, report only in he disclosure notes. 


MEASURING THE OBLIGATION 
‘To ilusrate assume de actary eximaios thatthe pet cox of providing heath eae 
{to Jeiaia Furow (or ilarition employee from earlier nthe chaps ding Re 

Years hes a present value f $1842 asthe en of 2015. Tas isthe EPBO. I he 
{and therefore the eos) sete Wo an stmt 39 years of service™ and 10 ofthe 


‘have been completed, the APBO woul be: 
sign "%e = Sio08 
BPO Frseion stituted APBO 


tw servi date 


he assumed iscoun:ues 6 a year tr the EPBO will have grown $11 425 
ply because ofa years intrest oceruing tat rat ($1842 % 1.06 


plans, the otal obligation is not increase by a adie year’s service 

"The APBO, however, she portion or the FPBO related to service up wo x pata 
‘Consequently, the APBO will have increased both because of interest at Decase te 
‘ie accion Will be hier (sevice cas) 


sian i a = ssi 
PRO ction aibuisd PRO 
rw servie w date 


‘The two elements f the increate in 210% can be separate as follows 


|APBO athe begining ofthe year 3098 
Intros cost $3,098 % 18 
‘Service cos: (571,499 % Ke) portion  EPBO atbutnd to the year es) 
APSO at tha end ofthe yoar ‘sow 


ATTRIBUTION 
‘auton is the proces of signing le cost of benefit othe years during which 
benefits at assumed to be eared by employees. The proach required by SPAS 10 
‘assign an equal fraction ofthe EPBO to cach year of service fom te employee's 
tothe employs il eligibility dit.” his the date the employes hs prfornct ll 
service neceuay to Have camel the sites Hemet estimate to he reel by 
ployee Tn qurcalicrexarple, we assur! the tiation peti vas 3§ year sa 
Ingly accrued of the EPBO cach year ‘The amount accrued each year inereass Poa 
APO and the postetirement bons expense, In Mastraion 17-# we se how he 
tition (accrual) peri was determined 

Some critics of SPAS 108 fel vere is 1 Tundamenal inconsistency between the 
smeaute the benefit and he way ve ssn the benefits wo specifi service peciods. Tal 
‘fits (EPBO) are measured with he concession thatthe employes may Work Bend 
cligbility date; however, the atribution period does n0t include years of sevice 
te, The counerargument the fe tha at the fal egy dae the enpayee 


CUTE: TT Personen Other Poster Sanets 857 


Farrow was ted by Glob! Cormunjealone sage 22 2 the begving of 996 nd 
0 etre a the end of SY at age 6. The vetreent pec estimated toe 


are abi lor ponrsament haath a's bane ater both reching 
5 alsin sores and Raving Worse 20 yrs. 

at age 3 the eof 230 rete beni ate at 

ert hire heh that date. Graphic the uation 


Inet bt Sor nd tre coro etn ae 


he ult to receive the fll beveis expected under Us plan andthe amount of he 
il mt inerease with sevice Beyond that date 


inting for Postretirement Benefit Plans 
her Than Pensions 


eit ese nacessay Wate x pion ofthe wuld posuere bens 
shligtion each year athe service cost fr tht year 38 oped to messing he acl 


Tho way we mexsae serve cis the pimarydiferenceheewecm meaning ix pensions 
for her posweiement benefits. Otterwise. though, accounting Yr the to wily 
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Determining the 
‘neocon Feed 


(858° SECTIONS ini neoument and Latin 


Monica. For example, «company with un undorfunded pstrtremont benefit plan wi 
‘sting prior service cost and het loss-postrtiement benefits would record the fl 
Jounal enes anual 


‘ater this year, you were eeced (0 the baat of rectors of Charo 
Inc Champion has ofeed ts erployeespostretirement health cae berets fr 
yeas. The practice of extending halt cae beneits to retees Bevan modesty 

crployces rte after age 5, vcs most ene were covered hy Adin Cin 

‘were Tower because ie expectancies vive share ane medical cae vas ess apes 

{ase costs wo so ow se ztenton was rad to accounting for these beefs. The 

any imoly recorded an expense when heneis wore provides to weiress SFAS 106 

‘al that. Now. the obligation for these benefits must be anticipated and veered in hea 

tal repr. Wome yet the magrite of the nBigation has gown eran ab 

rote, Heath cae cass have soared > recent years Medial ecnology ad he a 

have extended ite expectancies OF sure, the waive 1 employees of hs Deni es 

pall t the growth of the burden fo the company. 
‘Without being ened to anticipate ute oss sy within Charon’ 

wee cag hy sure at the enormity of the compan’ aigation.Exualy l 

Was the fact tha such 2 huge Hsbity "ow must be exposed to pubic vew. Now jou 

‘hat several board members ae urging the dnting of the postretrement wan 

‘What do you think? 


‘A COMPREHENSIVE ILLUSTRATION 
‘We assured coir that the EPO atc erl of 2008 was determined by the sctay 
$10,842 This was he present value osha date of al unieipacd fru hemes. 
ote thatthe EPO atthe end ofthe next year would have grown by 6% 10 SU 
‘amount, too, would represent the presen’ vale ofthe same andipaed future bene 
fof year later, The APBO, remeber. the pot i 

Torte ta particular date. So, we deter the APBO atthe en af 200 be St 
“%, oF $3612. We determined the 3323 service est noted ear for 2006 asthe po 


‘Now. let's review our previews discussion of how the EPBO, the APO, and he 
Siement tencfitexpense are determine! iy alculating those amount yea as 


EES sorcerers 


QUPTIRT Pesta Other Pst anes 859 


0007. efore doing so, however we can aniipate () the BPO 0 be $11,493 1.06, oF 
5121. (the APBO to Bes of that amon or $4,177 are the 2007 sevice the 
So dat amo 8 we ve If our expectations ae bre ou by 
Gest caklation, 


‘Asie the cary hs anata the net cout lotion bereits soc yor af Jona tuusrmanon 17-9 
Faro 20.yeu expos reverent period be the amour shown the lion Deering she 
nian Shei fly igi for bere ot heend of 200) ands enpectod to ete atthe penn. 


ndal 25, Benetton 
“aslang the AFBO and a poser bene onze at the end of 2007, 12 
spur ator bang hed, beg wih estat the EPEO Teorsob te 
“Sheps to alate a the EPBO. fl the APBO, nee) the wrualvervem cont atthe andof Sncwimnod evant 
1007.12 years after beng re. me ‘eke af the eta 
© Buimaco the coat of retiee bores each year of ha expected fetrement narod Lari wupected 

‘poaedicortpaes Hadeweromteanerincnsyewneconstrigisonie  Socoral 

‘he net cast othe empaye in each yet ofthe expected retrrt parer wey 

2 Finlthe presen valve of ach ears net bene cov: aecftberetremeneaite, Liye 


| Fe he pronnt velo of te total net Benet coetan oft crn date, Thins the be wareos ths years 


ero, Somers 
1 Mp ie E00 by he nono vn las pg, TN 
Tikithe 80. Thesanie astm anyyeoresiysneyesrswerm atte ereo, [iirc 
ls Witpinne S50 by omens bape 
Erte 
‘Te tep ae demons is Harton 17-8, 
11) Acute te jesse learn 17-98 
etcon otto Inrataa cr a0 peeRolbe come, area, me 
pele aon yams Deters herttoment eee SO APN 
it reset Valor 
tegen eee 
| ue 500 co 
ere 5600 to 
am a0 Si 
me ) 296 
a) 9550 ast 
= (haw ae 
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DECISION MAKERS: PERSPECTIVE 


‘When they analyz financial salements, vst and erediors shouldbe Wary of he oat. 

«ard way companics report pension and cer posretiremen information Recall hat nt 

balance sheet, ems do not separately rrpor the Benefit obligation and the plan wssts Al 

companies have considerable latte inking the several sumptions nec 

the components of postretremen bene plans, Fortnately (nfraton provided a te 

osure notes makes up foe ame ofthe deficieney jn balance see information aod 

posible for interested ant oto thee anlyss. As or pensions, the ches 

fies make forthe discount ue, expected! return on plan assets, ad th compensitio 

‘ate can greatly impact postetiement benefit expense a arn ngs ual The dh 

quire oe very similar to pension disclosures, kn fact, dsclovaces forthe we typos fe 

benefits ypcally are combined." iselosures incl 

+ Description of the plans, 

1 Estes of the obligations (PRO, AO, vested bene obligation, EPBO, and AFRO 

1 The percentage of total plan ates for exch major eategory of assets (equity seca, 
debi secures, eal estate, other) 4s Wola a deserption of iovesiment strategies, 
Including any rg sit allocations sod rick mapageoent practices 

+A breakdown ofthe components of fe anual pension and pasctiement benefit 
‘expenses forthe years report 

+The discount eae, the teumed rite of cmpensatin icseares used to mean 
PRO, the expected long-term rte of return on plan asets, and the expected ra of 
Increuse i frure modical ad dental deni costs, 

+ Estimated benert payments presents sparsely for the net five years and in te 
‘aggregate for years 6-10 

+ Estimate of expected contrition und the plan for the nest yer. 

‘+ Disclosures related io the modiicatins SEAS 158 intoiced inching (9 
‘to the bet pun or me oss and prior sevice cos arising during the pec, 
(6) the accumulated amount of theve components of accumulated other compen 
income and (c) the amounts of those balances expected tobe amortized inthe a 

+Other information o make i possible fr interest analysts to reconstruct he 
aterents wih pin asst and is ites included. 


“Technology Group, ln, yan unfunded tine helt care plan. The actvary etna 
hot east of providing healthcare beneis io particular employes during his retirenea! 
vo have a present value of $24,000 as of te end of 2007 (lhe EPBO). The bene ani 
fore he expected postetirement bene sbliation relate an estimated 36 yous 
‘and 12 of those yeas have teen completed, The interes eis 6%, 

Required: 

Porting ithe ane employee only: 

|. Whatis the accumulated postretiement benefit obligation atthe end of 2007? 

2 What i the expected peatretremest hens obligation atthe end of 2018? 


Siege er tn Ah Frere et Ft yl 


CURIE? Pwned Car Fostaamane Saotts 6A 


3, What i the verve cost tobe ineludod in 2008 pouretirien benefit expense? 

4 What the interest est to Be inced in 2008 pote neat Bene expense? 

5, What the eccurulted postrerement Dont obligation le end of 2K? 

6, Sb how the APBO changed during 2008 by reconsiiny he bsgioning and ening 
‘alin 

1, Was the 2008 postetiremen: benefit expense suming no ne gins Hotes ane no 
mar service cast? 


|. Wa is the uecuruted postrerement henehitoligition a¢ te en af 2007? Soumon 
S400 Xm = 5800 
'EPRO Fraction PHO 
07 ‘roe 007 
2, Whats the expected pontetivemen henefit obligation te end of 20087 
sug <6 = $2540 
PHO” Toaccrme EPO 
201 Ierest, 2008 


4 What he service costo be need in 2008 postetiement benefit expense? 


ee 
EPBO  Eammedin Serve 
2008 2008 ‘om 


4 Wh the interest cost to be ineuded in 2008 postretiencat beni expense? 
$8,000 (beginning APBO) % 6 = 540 
4, What isthe accumulated postretremnt beset obligation a the ond af 208? 


25400 X= SU.IKT 
EPBO. ration ‘APBO 
20085 cared ons 


5S how the APBO change during 2008 by reconilins she bepaning and ening 
‘lancer. 
{APBO at the beginning of 2008 from ea.) $8.00 
Servic coat: fromren. 3) 707 
Interest cont: rom 
‘APB atthe end of 2008 thom req 5) 


2. Wht she 2008 postesinementbeneficeapense, ass mo Ret gal lose od 0 
orservics cost! 


Serdce cost $707 
Intron cont 480 
‘Aca rtm onthe plan ass (not anda) 
‘Adusted or gun or loss onthe plo sets (nt fe) 
‘Amortzaton af srr serves cast one 


‘Amortzaon of rots ole 
entratremant benefit expense 


the United tae, postetrement benefits are acca ra mone sma to perio, 


Inthe United Kingdom, scouring era the United Sates bn mt othe 
es ine oficial guidance toffee. 
Im may counoies.postetement nefits ater than peri ae rae Th Japan, Fr 
soe, the prealene of government-spasored plans fas encouraged mast Japanese cm 
|BrES not to provide separate net 


— 
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SOLUTION 


1. Why s underfunding not concen in your present employment? (x. In 
omtitin plan, the employer sm bl get provide benefits beyond the zu 
bathe othe employees plan Ne att seated Unie retrement eves pia 
fined bene lon, the employees reirerent benefits in 3 defined coributlon pan 
totaly dependent on now wel Ives asiets perform inthe marketpiace 

2, Were You cmtect thatthe pension bit is nat reported on the balance shet? What 
the Hail? ip 872) Yes. The person lability measured tin thre ways ana tracked 
formaly but mt reported onthe bsance sheet. th dele, however, te mt 
United Dynamics, tye FBO In 2007s $2852 mln, 

What the amount ofthe plan asetsavalable to pay benefits? What are the 
{hat ean cause that amount to change? (229) The plan sets at the end of 200 
$32,207 milion. A uste accepts empoyer contributions invests the contributions 
[ates the earings on the mvestrents nd pays berets ory the pan ast So te 
Inincresed each yearby anployer eau contitions and (bgp) = retro 
vaste Is deresed by arcu pas ou to retired employes. 

"4% Wat des the “pension aise” represent? Are you interewing with 2 company wine 
sion plan is severely underfunded? (e347) The pension ase 5 not the san as 0 
to poy penn anes. stead tho nt iferenee between tase ass ard te 
tibigaon. United Dynamics plan ass cued the pes aigatio in each yea et 

5 Huw ithe pension expense infuenord by changes inthe pension Kabila an 
sets? (p 842) The pensan expense enorted on te income statements a compte 
‘edi changes that oeeur im both tne person obigation and the plan ase For 
Bynorss 2007, the pension espe nel te serie ast an interest est, hi 
‘famges inthe PBO, and the etn on plan ase taba nudes an amortized pa 
Prior service cots a previous ehangr in te PHO} and net gains (girs andes 
From cges mth the PO ard ps set) 


‘THE BOTTOM LINE 


1. Penson plans are arangemens dese w provide iacoxneo individuals during 
tirement years, Defined contribution plans promise fxed noua contributions 3 
‘on fund, without futher commits egarding benefit amount at etiremen. 
ene plane promise lec etic hovel etre by acesigated orl Te 
ployer sts aide cash each year to provide sufficient Fands opay promised heels 

2, The acewmulased benef obligation is an estate ofthe discounted present vale 
rtrement benefits eared so fur by smmployce, applying the plas pension 
‘exiting compensation levels. The Yoel benefit obigation isthe portion of the 
lated benefit obligation that plan participants are cnt to recive rogurle: of 
‘omtinued emplayment. The pred benefit ligation estimates retirement 
[ey applying lc poms fru to ct fore etmapersaton eye 

4. The PBO can change ducts the accumilation af service ct fren Year to Yea he 
ral of interes! a6 time passes, king plan amendmes rtractve wo pe 
(prior service cot, and periodic acusiments wen estimates change (gains an) 
‘The obligation is reduced as benefits actually are paid to retired employees, 

4. The plan assets const of he accused hala of the annul eplger sc 
ls the tra onthe investrcoa es en its ad tires, 

‘5. The diflereace between an employes wbligation (PHO for pexsions, APRO Ge 
postetirementhenei plans) andthe resourses avallable o satis) that obligation 
‘sets the Funded sus ofthe pension pla, The employer mist report te 
sas” ofthe plan nthe balance sheets a pension habiliy sf the obligation ex 
plan essts ras a pension asset ifthe plan asets exceed the obligation. 

(6 The pension expense s.actmngost i esnlic cmnges mn th the pension clit 
the plan asc, Servic itis ih incrcine inthe PBO scibtable employe 


CHMPTERT Parone and the Rotctomort Sets 848 


‘the primary component of pension expen The interest and retum-on-asts compo- 
ets ae financial ems created only beease the esi pment a delayed ond the 
tigations funded ere. Prior service cot is acopnzod ever employes fate a 
‘ce period Also, ether alos (ean) om the PBC nor ne (gan) om plan ates in 
Imeinely recopsized in pension expense; they ars recognized ota delayed has 0 
‘ehieve income menting 
Revring pein expense causes the pension lsbilty/sset fo change by the service 
‘ont the intsen cots nd the expec eta en plan abt Any amomzaionaouate 
Ince in the expease wll ede the acunulaied other comprehensive income bal 
tmces being amotined net ls, poe service ces Silay the pens sly ie 
rmdced (or pension asset increased) by the anual cash cyestment we plan sex. New 
Inwcs ad guns (as well as any ae poe serviee cin shld i oeun) are Peized as 
liber comprebenniveincume um eng the pension Lait. 
| The vara clement of a pension plan—projocte! bees cigntio plan assets, proc 
service cot, aims und loses, pension experi, andthe funded A of he plan are 
Inelaed One way to sce how each element relates o the other io bring each pa 
ogee ina pension yoresheer. 
1. Accounting fo poste ment beni is sini in st espects wo acct For pom 
‘Son benefits. Like pensions, otber poietirement tenet age a form af deferred ebm 
Pension. Une pensions their ests attibutc te the ear rom the employee's ite 
hie whe fl egy dae. 
‘The pect postretin ment Rene dition (EPBO) the seusry's estimate of the 
‘ost  h iard yen ae) ped fe eet 
a pticipants ‘The accumulated patetiement heeft ligation (APBO) Ws the 
Pilon rte EPBO wis tocrplyor sever ase, 
‘Tae components of posretivement heeft expense ate essay the same a hone for 
enson expense. 


E METHOD OF ALLOCATING 
WOR SERVICE COST 


monn pir service cont, ur objetivo maic he cost with employee service. 
nih line method described n this chaperalloates a cal amount a he pris 
ie cou each year ofthe 15earwcrape tervice pio of aectedenployee- But on 
this fewer ofthe affected employees wil be working fo he company tard the ed 
era han tthe beginning Somme prolyl rer ql nec Ya loving 
veeadmsnt 
‘Avallcation approach that reflects the deslining seve pate i ale the service 
“This method lloetes the ror service cost ach ear in ent fo te r= 
fetal remaining service yeas worked in each of hone yee. To do hi, i ne 
toesimats how many of the 2.00 employes wring the enn of 206 when 
emt mile wl sill employe in each ear a the anne 
‘Ue tppose for example ha the actuary estas tha 9 dselinng ower of hese 
yes il wil be employed in each of he net 28 yeas ised in the abe 
blow: The portion the pro servis coat amt o pension expense cach ye 
4 liom times eving fatuom Each years acs at yer service ded 
tte 38-year toa 3,90, This is etsonstal in Graph |7A=1 
Gieepaly the sevice method ahives eer mahi he cst an nef, In The eres etd 
fis isthe FASB recormended approsc. However, SPAN 87 permis the eomistet =resome on ena! 
any method that ansotzes the riot rice ct at est quik" The lg line =e" BF emtoyer 
nels his condor and she approach mst en wdc. nore °**Y™ 
cont is completely ae er 15 year abe than the 38 years eure By the 


FN ha Ho aa ey Sin nA 


— 


am 
are 


ams 


aims 
as 
ais 
a7 
aie 


aie 
a0 
aim 


as 
ow 
ons 


ars 
17-47 


‘esl ree al bis 


service method, The 15-year wverae sevice life is simply the tl estimated service 
divided by thecotal aumber of employees in the group 


30,000 years = 2.000, = 15 years 
‘Total number “al ounber Average 
‘utserviee yeurs employees serve yours 


_waties peon pln? Wh atts son ers pron Pan oS eye 
Qe ges plans er impoeataxbeeits: What spec ae sate and Vi 
‘pens pl fr ss benefits? 

‘Let Caption ba spas pa wi he sacra ake all eons 
(che hetefin sere ser othe hal neal psn fa, What 
andes Lamon bane? 

‘Wn ct teed Rent otgaion? 

Diecut between he econ bere chipation ad the poate ene ian 
‘ane he yet might change te blao= the PO, 

amo tne een tht ight change he ab of the lan a 

‘Wont ae the component tht might be iin in the eakelton of nt peman coe ssi 
esa ty at smplyer sponseing defn bene pension pl 

Define te rice cnt npr he perk pion epee 


{otha a less etl oe pens pan? 
Isa company’s POO repre inthe ale sit amet? Epa 

{Wral nro conponent emo expense ma be septveteredce pension exp)? 
‘Which sree component person capes ht vee byelection? 

ya tte Te ccs of he acl en pln ast ovr he xpected ek 
cenpkyerpomim en. 


= 


‘get person 
fens 


Oarget penton 
israel 

rie 

Bigs pei 
ir awe 


COKAPTE 7 Pasona ond ahr Petter Bats O85 


‘Woe senting fr ean i aw ee ppt oe eal e ee? 
TAG i ve sie oe sly ln easing I HO ett tess 5 il, 
‘Agen pla deren wien he por gon (PO) err mame 
|stats) and ero! Won the opp the cs Hw and aan 
por on bale et ifn te esl POT he PHO cn lan nach 

‘Whe me vo js fo meme in i forts ene sn eon? Diese 
in a eco sling poate Boa tha phe apie? 

The sonpone of fosztreet Pe aes ae lao he component a em ene: 
vt amen way ce erin compe ir hawcen en eee 

‘The PHO for Beh dis heen 297 wn eer ye cy S200 2 
Iss epee Wil Losin La inn a he ea of 1993. Hel be fei 
i i lca ect yea tse Wt ny, Wi tie PHO nn 


“hs poeta et gaan 9a 389 eo a he ea te ya Servi a the et ws 
‘SO mile Ah en the ene ein Ros pay tome ee lon td ewe mo 
iu eller campo mone acim ing ane The ar ae 
(Ta Whar whe eat fe posed Dnt Syn Youd? 


‘The proj sigan rs 0 nko ate ering te yo nd mio a heen be 
‘rat Ait ede he em eminem pay We ee ne ilo nd hee wow ea 
fees eter smote mum ces eon mate Teta ct a a 
‘Wiaeer fe metal te sepicent Ore yet 


“psi nf otten was $0 on athe Bing oo er a SE an ten ot 
sheen re cot fa fer $10 lio At no he ae ten prs ca 
feast ne fe Torin tht PR Won aaa a ee 
es pea y eo? 


“Tos yc evn wa lion te Roman fh ar aS ili eed 
the year Sec el the er ln, te tk hey, ee ad he 
beter nee Serle Te mes cua soot SK. Aloo ey bey ved 
‘tir ofthe perenne ofc creation rela wcut Yoos Wha wa amet 
eg er kos extn came 


eon ln et we 0 rion se nein of year he er lan set Wa A te 
‘ote yr aes bf ily eke wee Son aca need the eu ad a 
Smo Wha wes be ner ok plans years! 


enim net mere 40 iin begining ft yo a 8 lo ah sd oh em The 
‘eum nace yea ah esed he fea od lo, Wh 
Ste smn he es bein phy ae 


ers in sets War SLO ml te Neng ofthe eran 0 ion tte eye 
Althea sie ee py nce nee $6 nna hime ae 
‘nse $ mil Wat war priate tment 


‘The jel Net hia 8 lla at te esol fe or See ot the ea ak 
‘lOmalion Ne en ofthe en emis hry pal ye tne se iia ere asm 
fe erie ir ase Tose dn ie 


(866 SECTIONS. Feral inet or Libis 


ea SW. The xl return on plan eit wt 5 lion aough two expt ob nly 4 in 
‘What mas peso expe th Yur? 


es7-9 ‘The peson pin wat rede a yea, cetng nerve cet of $20 malian Service snd 

Pension expanse; prior eu cin forthe ear were 0 mil nd 4 lo openly. the endo the ea hoe wa ag 

sence cost ‘se hace in he yes sn-pemoms sot The ska Year pan ets wae Sle see 

eer ‘eas eece inne Som. On kage emo ye remain servic wih ec 
‘Wt ma the ein expense ate ve 

Be 17-10 “The rjc Hee lpi amd pan cts wee Sto and 5100 rion reget. ke 

Net gain ‘Bases le oD eter eel Lk tea esos frit on Gorse ll 
‘et goin et SU ellos Ot wage empleo tear verve Lewis empay ye 

0 ‘eel act gun hal was iets crease apron cpa Fr th oe! 

eer711 18 Fea proce beac obialin aca benefit liao an pan oct ner Hii, 


Reporting the funded $30 lion nl 25 ilo respecte thc fhe Yea, Wha ary, ei ay wu 
stn of pension plana penta to balance shat” What sould IDS oat the pag asa wee S48 lin ae 


90s 
e732 ‘The Waren Grp persion expen 507 ion. Ths enews! inca 8 $70 sons 
Recording pension 1880 milion eres cot, 285 lion reuse forthe expected era on ss, 52 
expense Tim mrtnuson spores ont. Ho the pei sity farted when the pono 


Ante Matic epee ie penons tyr lance see. heya the compy 
(teem of tee ees ating is Pena ip desi by Sa lio Al ae 
‘tua try la ast felt of he rill eng earn. Ho hes hsp a 
‘aiken’ ince sume sstenent of enpchenive eae ahl ane he? 


ince Dstt, ne as a nnd postmen buf pla, Maal cae ui ura 
Gwe proved © amployees eno wear [0 jr sre and wa ag 8S wa eve Ae 
¢2077, J Lakawks 3 He we med by Pew ge 25 (0 year ag) and eect wae 
{8 Tw exe osrrimen ened pi for ants ton 27 eS 
‘ee nto 208 Caen te scum rt tere Meet pan a ho 207 
Wilh nerve or 07 ae 208 pertain aaa 


1m Janay 1,207, Mee) Trap Coma’: scum posetirement beet oben 
$25 lion Ai tee of 207 ers Ronn pa wen $ lion eric et fer 207 37 
[Nem ginny thee otf ec wer ene a en of 1, 
(aay weve ower eine fe APGO hy tli The muy hc rae 
Inmet ana of a uae porcine Reeth oat a Decemer M2007 


‘Am aiernateexerie and problem sts eraabieom the tat weit 


en Indica by ler wher 9 of he ee Ho low insrenes  derests (D), h 0 
‘Changes inthe PEO mater aed bn gon, 

Torn st 

‘anoaaion of por seve a 


‘Ndecreate i he average Hi eapeciany of anpnees 
‘nieces inthe ovemge ie pectin af eke 

2 planarerdne ha res ts a eat 3m. 
‘Atinceae nthe cman ated dace 

Cao conarticr the emi the empayer 

Benen wre pal ta rteempeyee 

Sere sot 


COMPERT?—— Renlont ond thr Rotitiemert Bein 86 


10. ee om pm aus dt th okt hn ep 
1 mat cepa at rs oo ae be un expe 


(On Janay 207, Burson Carper poi Done att as $30 min Dus 217 
‘sn ene ly the se pre ar. Serie or AMT S12 Fee plan cts 
(enol) nce On 2 by Weil veagei AU eto ae wm 
‘eco and nelgbletlae in et na-priame The anys dian ee wae 1 

feed 

eine he ann ofthe prt heft igen al Dsmbe ,2007 

Inde ter wha cack ofthe eine cw rene (eres (Do a 
tmencrpayer pale pom exenc ue yar eee cet 

‘vente 

2 Amorzaion al proses oot 

5. Ewe fhe expec re plan aes er wala 

4 Exped een pin tn 

5 Aine tenis th arenes nin mid tie or et 

= 6 Aen’ estima of he PHO send 

7 Cain ebtiutions we enn fd the employe 


A Benes pi reed ore 
in es te al ey npn tet ve te eager, 
Al Reena oer semtee 

Tit! haste on wpe 


ari Fit’ gomion enene nc n aceon S10 lion arin Nega he ewih 

ek tty 35 i eel poi pia 

equ 

‘Pre he pyc gene jour xn ace Hain ec epee mech he alls 

{etodeende! anes arin tte tampons ff epee ibn) 

7 "fare cou, expect mom scot maison tle Pes 2, 

2 Inert ox; npc eto st 4 emotion ti pets, $2 

3. let $6, eect etn ot, $4 tere 9 ne pS: aia 
rmsewrecou 58 mo 


Thelin atte t Wise Conny’ ei en po ang 207 


Fis a tinh war) Er 
Saree aereransone rd 
scotia & 
‘etter tthe ps rd tnd ya) 1 
socanton ct re 0 
ean poo " 


ecurose 
Duasrie he eet of pono lan ws va ese, 2017 


ene dat for lingo okies lade he li 


Propees banat ion Jarry, 2009 00 
Sined bree Sbevion ony 007 se 
‘Scomedand tents chien Doce 32052 os 
Cisco ta peso und Oxia 3, 300743 
Son papnentn toes, Decor, 207 Es 


ego 
‘soning a ctange natn aaa 
‘ho xpos 20 


an etna, ear th servis it compa 


(het SECTONS Fria nsent and bias 


Pad Penson daa fo Fay Theron ne net owe 
Changesin plan ase 


Aessnioe sah mee 

SSPE pected cong et 10%. 

#108 cule pon amet 
Freed bene eigen, Jawary 1,207 om 
Pansat amare! vel) ray, 2007 me 
Pan stats ara vas) Occ 3), 207 = 
‘Benak payment rtiees Owe 31 007 


famed: 
‘neta cas contin naa le yea, wha at We ema fhe 
‘pea? 


ee ‘emsion aor Stating Paper in he lowing 

Component 

peraen excerse sconar 

#108 ‘oj bet ogat, nary 1,207 
Fen asous Gamat vk) Janay, 2007 
Net pir see cost 007 oration, 
Netlonponsene(to”amanttion $7) 
hou am 3 
Expect ret om pan ates, 
eal retwmen pon at 


eau: 
Delrin pension expt oe 2007, 

v9 Aosta! Abn bas noncoaibwor. dia het peson pan At Deca M, 207A 

Deearmina pansion Aleterive he llawing nn 


Fas Prjeted tenet obsyeten inten 

#108107 farecienys ae 
seaeeor = 
oat 


‘alae, December 34 rst 


“Te expec ng ti eta na aes aD Thee mas rr service ced 
{Be ex bps Foy 1, 2007, 


Regul: 
1 "Datomine Abt an Abbots ponton espe fr 307. 
2 repute ensies to meus ANC sd ABD pon npn 2 ain fe 20 


e17-10 onsen tor ary Finan! Servs, le: alae the allowing 


Components rn 


eal ty spec rr onan mts 1% 

ig ‘Atel rary oy lan ets 
Serene 3007 $10 
amas 1 2007; 
irejected bent chgaton 20 
‘Roipmiced tent Segon 20m 
Pet maa rte val 2a 
Par seren cot 207 arcsec, $25) te 
It gun eros 207 amet 88) Ed 
ecamber 3, 2007+ 
ssh carbon to pension und Oacerber 3,207 a 
Bevo payment tates, Deen 3, 2007 | mm 


FEO calclions: ABO 
‘hobons: reset 
oe coreapts 


Honio2t08 


Person sreactheet, 


CMPTERTD —Pariomand Othe Podrtronert eras 849 


Daten pin expense er 210), 
(Crk tae sie ete psi pln a pei spl eto een 
2 Seve il yo alg 


Stay Miwa hry Clk ali bseaeg f 8K Mis apc ae ae emf 01 afer 

( Megploricen peepee ws ord evalu nartooa| 

toe hry ND Te compen tary jet lsat be SE7ONDat sree The 

ens 

1a anu See As a amet uy en for Sten Sea eed 
‘ef he lo 30 

2, Sage ets pis pea Up pc ici Wn tay poe 
‘etme thet sam eles epee a of he eae eo ety pays 
‘tre hrm! ee 

4 War iercumpany' pet! Bee lg the nl 207 wih wpe Say Mile) 

4. We compan’ tumult et a Be end of 07 wt ror sy Mile? 

5 fwesme goesinale chap he menting, ha scampi» prota! bow ison 
4 Geen of 8 wt reupet oSy Me? 

6, What pation of he HN res he PHO aa 200 ere ie eve ent 
owime ot pein epee et trad aes (Ae Cal copes of pico 

ios Cabie Company ein enc pens pk. Fe mae oi for son eed 

‘Sea agar 1387 eso ao 


rem espeme aad dy 207 


ine00 
etna em sam sa 
$a onto or pln at a0 @ 2 
“a0 ls un on P80 6 ae 
‘Acsmdimedtenc citi in a8) sas 
(ejected bom prion a= Bre Garo en 
Fara fin eet. ooo h00 an 
‘Keage remaining aren pare 
Tani empl en) ® s 10 
Pace 


1 Yorech indepen ae eran fe tn or nt sols eed a 
ampere egee fo 1H 

2, ores ckpendenc chance dh tet op pin a of aay 
- ay emp pedo ren hs emi am he amen acpi 
Seed bens persica pn of Uarer dicts en rw The ary soot we 6 Are 
‘ao 28, he ese oa nema ceang i rv of 2M 0 Thence 
Strano at wan ere emaang sec he i cmon vp 39 Yat 
Inthe uel yaa elas peo: ee 

Copy te marae eb no he mining an 


eae oe = 
aera ee 
se ie emer Does 
a ae a 
ae 

Pm 

ee : 


ara 
fact of pension 
epee 
cr balance sheet 
counts 


#107108 


ems 
Determine and rcord 
pension expanse, 
Finding. end ga 
‘ones 


# (e107 


E16 


Concepts: teminoloay 


9 tztmeuon toe 


Fenced trannies 
Grin on P80 ® 
Cab co 

ti atin 


nen oe 9 38 ag pg 
‘War nh aces expen Cv tunnel 
sna 


ee ie 
span ton han a (800 ea oe 
‘evr of pro sere at 

‘rteten ot rat oar pms 


ara 
‘Wick clei Wick she elf ye cient fp capes! Wh 
Uhespeciiccages inte occ? 


‘Acury a mee ee ina he ej change inthe PBO and plan abe of Doug 


Pree ser sot t Jr, 2007, fom lan armen at the 


"began ot 208 rit 8 a er yo 28 ton 
NetTonrpensons lu 207 reves la Cemeded previo ara) $80 an 
reas eevee Rea poe ayes. 
Giemnars) Pan 
P20 pony 
Eegonng a0?‘ Begonia of 07 ‘400 
See cer 2 femur pen aco 
inst cot 7 2 WRU Rexpc) 32 
ter igs on PEO ao ash eonrinatone % 
Ce Rareebertte GH) (ee eros sents a 
edt 2007 ar} end ot 07 a 
eure 


1 Heese Dla Roe perl epee fer 207 sa prog he sprog aa 
vecorltheexpeniess wal ace coh orion wp ete 
2 reer he apprise day 207 po el ce 


"swe onpenation ses tna 7 

‘Al Rind provide) 9 he emp e= * 

(Cra tonearm OCT ant Se . 

penton ain. 4 Prete ce cg 
if 


atremen eft specie fl Choice etenen PHO sa AO 
Tabeeflbencat cores nd casa? 1 Nemestaasy poston 
(Curtin pin encima of baa carmel bee ae 
{Carat pay eves py sa Pim net 

‘ently the page ine 1 Ime cnt 

Boteiaingcat on fee erie j Delayed epi in caring 
Rak tore bs emploee 1 Detiedcontton pan 
Inca by employer coma 1 Defi ene pan 

‘Cau ple cede vm Proceso 

Lon pan ae 1 Amacis e epeasns 
aces Oar 108 Of plan cs PO. 


Reorder 
ere funding, nd 
eedienet 
tircer 


#108107 108 


Posin sooadshost 


Mute choice: CPA 


‘eng aceouring 
ivan and orors 


Teale Mangsmesthaa mune eed ee peas pan On cee 31,2007 bee of 
Wea’ ise ea) the ing pension ed da er we 


Pleid tee Obtgation 

ace Sry 1, 2087 

(Gavass ta ounger hase! mpi 3007 

Fersier betta pod 

ance etm 31 2007 

an sens 

‘ne 07 0 

‘Scans 0) 

Rearend 

naar 1, 2007, bance 

fensan ance sm 

For sane ou omertenton par em rf 

Net gn-pensaa ty wera oe 1 pa = 

esas: 

1 Pep the 207 jana ony wen pets expe 

2. Pepe he 207 oun ony rr ecm an, 

3p he jars cody 207 a an ese. 

44 Decne he aun Deseret penn te he ie n-penlo prie 
ss id nom es hg ag 307, a Fes 


es tesa pone bo 1717 
eae 

‘Prepare enon ean wn atop ony ie PHO, pn pele es Be 
‘payors pom expenses feu ae 

‘Thefts Ging WN ees a ait ution ha ppea on vis CON 
‘tamer Darah raps cmp he anemen sacaes 

{Tekin tain force Le Cn ete ea ean for 207: 


‘in od expat tenon lay sts ‘Ssom 
Gferpecedtronplaneuctadts 207 apa asibkiny 0 
‘amorston lar sue eae ‘Se 
‘Rr intron pom oat sox 


‘ut ant hott Lee repr as pon expe i 207 ee ttt? 
"ese 


Sao 
time 


eee nl in ths pcntrsi by a emphyer apocrine ene 
fm plan pests 

or Amore fhe koro vrei rn svi con 

1h nea ne fava of pln soe ew the pat me 

© Terme be fr et ais Groep i 

{4 Shrupe betwee te expt un acl so an ee 


Insane appre eter eae ah le dried elo 
‘ ‘et Adhromet 
1. Gnas n pines 
5: Grange nse 
© Careaiont ena 


=> 


ey 
Posetvement 
benefits: determine 
‘APBD, EPBO 


fied 
Pasteteerens 
benefits: deterive 
AAPL, service ost 
Incersa ost precore 
loumal ery 


e133 
Posetremans 
Deaf: deterine 
BO: auisution 
petod 
#1010 


tenets components 
ct porretremert 
benef expense 
ein 


Fence Facer ar ites 


2 Daeuece ere pecs tot sigeion wears pant i he i 
~~ ala pln eset ead ofthe prev year y 17.050. Th ay perin sas 
“Inowr onthe bounce shat na prion aby of $3,000 
13 Rion plan aet ors dfrd bolt pein pln aching ee of et nena 
4 rad np lh i pe el ag mo Fan Ar 
‘Sando 58, Emplyes Aecouing or Ook Banelt Fesin rd the Fore 


(Closed Eke as a anne ese ean cars lan. anh the company hc pe 
"ace wi he ir ines ination athe ering of SGA th endo 20, a ea 
‘oto et ew of plod healh eae Sis woemployees dunn he etme Yur oe 
frame of 57100 ck henley be bn er 2 


1 nate xpos porter bei obligation the ond 07 
2 What ete snr postmen ont tga ty a 20077 
3. Whats he expec postecneebeelit cblption t heen of 208? 

What te tate! paint ei eigaim te 208 


umber employes cover: 2 
‘ars enpiyed srt amas |, 207 siao 
‘arb pt syns 
reacted pn beet citi 1 a0 
Sfscad ponent get Oo sae 
Finding one 


Regula 
1 Wath accumula pore! nei pation st hag of 20072 
2 What neous o Beeld 2007 potstroet Dena pees 
5S. What serve cot ech in 3 usuewomen teed een? 
4 Prune te ou entry oer he ose ened epi or 207, 


‘Lorn Managemen Series han us osteoma ent ln. On December 8,209 
lle dante accom ag te fa’ pseenest ee 
‘wih eget too of La epgens 


|APOO haben of 2007 sige 
nares oe ($1835 = 08) v3 
Senco 44,00 © 1) 2000 
(A800 thee of 007 
equtes 
1 Oye ow may yeas ste cape seme ens lg bein expensed 
pein 


‘Wats te eapeced poeta ens einion he ne 207? 
‘When was th empaye ind by Lana 
‘What te expected posttest ee obigaton he ging of 20771 


‘a perting ne poten eth ue ee i Seng Proper ace i sth hd 
since) 


‘Acoerinted pomastomer beet obo, anny 1 
‘Rentmsts far mate vel Jy 

Inet gsr-posetienare ber en 0 amen, 1) 
ota beets put and yes) 

‘overt tnt cre barf ld of yon) 
Dicout rata 1 

‘at on plo eet ot ar espace 10% 


dosh sal 


=> 


eras 
Fervetemert 
tent 

alos 


e936 
fesresemert 

Iroatig detenine 
nbc empenae 


Fetretemert 
‘wos neti play 


stor 


CHAPTES 7 Poncane and OxherPoeremmare artes 873 


aired 
1 Datei th psnetement et pete fo 207 
2 apa rpc uma ere nner preoneat eeicege an fe 8 


a Mine Coty ha pene cae Dei tA Ch Sy 3,207 he vig 


14a amen pow 109 
ate fomaning sees pod ol ogy 12 yens arn pon 1B) 


erste of mn pan set aig 27 4 1% tg ve xp oe, Te way 

‘ed avant eng he APO ae ono fe ear ling 970 ree he ce 

eg 

eared 

Tr Cabs any amotio fh oe i shold he cade «componente nce 
ret spe fr 907 

2, Awe he purest hse pens foe 207, nt inline the amertion fh t ss 
‘Simp 21308 Wath pene the 

3 Date te mati rg a Our 2007 


Ger Pak Corprtion pies pret ald cars benef a pln wo pa et 
"yea of wre sa ee weiner Onna 307, he en plyeoe de 


aes — Sin nitoat 
esamimad portman ba bignion $108 
Feil pn oe moe 
‘acegh mening ove pid rare 25 your aren pnt 18 yr} 
‘Neageremainng ere sored: ou hy Boyowe tone pow 1) 


‘Onan | 2007 Ga-Pak aren i lan vie etn denen aon rev 
‘penta al ote The socny dts et eco akg det rene 
‘ene: theAPUO by 2D lee, Masport chem in ner remiss on ie ie 
inne Teservcr an for 2017 lo, Theme ae 8 

ened 

1 Cai he pete! eft pee fo 207 

2 sae pl enya expe 

folming Hon tener we at 


‘or seven cant engad aad <7 
‘oom peeves bao bain = 
Fare ofp ewe fae 
‘ere remain ren pase oyows sore paves 0 


‘Xerage rman sores peed {Syoretones pevaus Oya) 


(ary 1, 2007, Seed plain pn ping heal ae ca The ree 
‘aba an st minum of 5359 clones he plan il pie The cary do 
tins ht sh fet twenties ere he APO by SE, angen sms ie 
‘Senco uno usasirnc bare Toe acs tw Th ve cot 207 1) 40. 
euros 

7 Gai he pir servi iar 28 

2, Cada the nue entrap 0 207 


re fitving aie dean a prereset anaemia CA xe 
‘ete ke ern eyo vb became he gun, 
‘he ampere er posta beh aki at eee a Bee ee 
emphyer te fl ace ye dhe 
1 Explor ly ep forbes 
amples ees, 


a section 


e129 
Mulepe choice: CMA 


a) 
‘A80 ealelavens, 
Protene value conospte 


aie ii, 
4 Berti pa 


“Te folowing quetns desing wh pension ape rm quetins at rent eppeut a 
(hed Menugmart Accoimtat'EMA} susie, The CMA degen spree 
‘Managenet Accountant (wna ovies Mombasa ge bese mes 
and ong he el of muaeren esas. Deter Uh efor ta eet Sp 
Seneat goede 
1. _acening w SEAS 8, Shpljer Aen for Nie Pl projec ba 

(00) ibe ccd | 

{ePrice ae se bane on fe ry ve 

‘resent vale of tenet ae ite De arte salty vee 


* 
4 


2. Oy None 30, the Board of Directo: Baldwin Corn west i pene pa 
stone baci in anpines The ration bw ped at Neves 1 


‘Aecandated sont ston 'ABC) stesn0 
Projected bereft aionon P00) “00.000 
Panacea vl Dae 
‘averted sat a ons 
Dror nice cat ‘aad 
‘reragerensaing ere We stenpiayees — TOyews 
ete ot pom gta apes 


‘ing he stig i ato of sme, te amo pri erie Gt ase 
sige yar ended Never 3 


tase 
$600 
= $03so 
$190.00, 


Fraser Refigeaton amends dete hei eason plan on Deceter,207, ince 

‘ether ith each sere eat Ts cmt eat estat pk err 

ymin heated twee par ete he $1000 Pairs 1D jews engines 

‘moa i at te eo eproiniy Wea year the cad eh he nex 1 yee 

equcse 

1 ing te sevice medaka teu rv cot te amotio pin. 
inesth atm nxt 10 pom 

2. Using the slg tine a of por erie com be rare io 
seep neh wa 10 Seam 


Aw aernats exerci ang problem te aalibie om he et wet: wee sample 


(sete Problems 1-8 are vitons ofthe esau, dened fxs dire cme 
‘me penton pi) 


Sachs Mie benef pension pas posi ant een ase WL 

yor tin year's salty, puja he no each eae Apa Dnenpt wa i by Sach a 

{Ping of 1998 and orp feet eo 3107 ale 3S yoy sare. Her ee 

‘ste spur 1 year: Daven sy 13000 a eed of 307 an he company’s ta 

‘ersy tobe $340 at etement. Te aay cat te 

Aeqared 

TT Draw atime ine ta depts Dap xpi eve prem pil: and 
‘neared fhe pension ca 

2 ana by the cera Bnei gprs he ment of vce stl eee 

Whose company acura bn ciiaston the do 2007 wit et sce 


—— 


"30 creations: 
ree var concep 


rea 
Serie eo oars, 
PEG cautions: 
‘peng value concep 


3 


ror ede con 
eee ot pein 
pee present als 
cep 


{Gan on; present 
sas coreaps 


HME) Pandontnd Other Poretvorane nae ATS 


4. Tfopeuimae se changed ine mets ha ile cama ee in a 
‘FR he onary te nen iy 100007 


Sac Hm in! beet en ps pees mil eee ene el sree 
ear» al years ny. pale nh do ech Yom Angela Dect as dy Sohn athe 
eceget (ont ae coped rea hes BO thc 99 yc, eet nee 
{ec pn 1 a Deng sal 39000 een of A a compas okt 
estate 28rd ee 
ne ine ht pes Dns xpd vis perl ene pest 207 
aura dee oni ok 
41 EA hy the price emt yr een of Dave owe eve! yee 
Sart comp projet option the wa of 2107 sees Deng 
Trost hate the matin, wa wil th ogee Ree eon 
2c of 200 ee yas oe si gra eon? 


Suc Br’ ie Dee enon ps species mil eee ees ea LA ele 
Sear a eur sly poate do ext year Angela Dargo was radey Skea be 
Beso of 197 nd ape he en BF her 38 yea sev Heat ee 
{renin nan Der ty ten a heme ee 
1 Whavie te emp pote ston ae epg 207 er jay viet 
street Davee” 
‘a by te raed Inet aprech the pre 0 ten al ee 
stable 2007 see. 
3. What nt congue cit 27h eect Dene? 
Wark comet nt or 207 ih et 9 Dae? 
. Cophiee your samen rarest I, and lo delormie the ergy roel bee 
‘iin he eno 2907 ater Syn se) th ep wo ave 


‘Suc Br eine! Bec eon as pees lee en i LS sre 
er ia yeas, paw do exh sear Angels Dover ashe by Sch abe be 
‘ing 19 and expect or he eof BS? ar 38 eu seve weet 
eso na 18 ea Drea lay $9000 a en 207 se cmp aay ec 
[eetalaryn be $340.00 treme. T= acura ae, 

‘Altre 200 the pers el nas ae 

178 Seo jes = Fa yeu sry 

“The anennen na me etie yi i teal ee sevice ea. 

1 Wha th compar i servic he ening 208 wih ape Earp ar he 
senedetcoctins wore? 
Store te uneadment cease a i bsiune of 200, amortization of he pn eve cost 
‘eae 208 What ete peor service ct amc hat we ene mon 
3. What et scree 208 ih ape Davee? 
SS. Cakaht pnmon epuns fo 200 wih rigete Dept bani ast stale Re 
[FSIS and of er tol ane of OR 

Siac Mn efi Nei enon pein nil tee ei el: 68 sre 
Jen Seaton ly pgsle at end exh yo Angee ig sas by Sach eb 
en of 1074 snd peed ore he endo U7 ar 18 year eric ar eee 
Fed an (yea Dively AAO at cd Dl copy acy ge 
Fertalary be $340.00 ater Th etary ee te 

[Ate epwcing of 20%. clanging cone ml exe thc tary bi eace e apleatic 
teu runt ce ha he pepe 
Cia es often he sme nt PRO he epnning  8 ihe 
eae Demeroe, 


en: 


pies 
Detrmine the PAO, 
‘ln mers person 
‘xperae bra are 


tonne 


pw 
Determinina the 
smonsation f 


netgain 


Suey ares nds aes den ert pen plan on Api 2; 207, Tae provost 
len ere at made rnc rar ea cd tak gap eae fre la att 
flan set orca 210% ref, Acne frm gaged a acy, come 
opie cut at, The yas can $15). fr 20 SAAN Te 398, Yenend 
S10 toe 07 a 3170000 fr 2906 No ston rete wee eied Ene OT 
ee 

(Calaite ech ofthe fotiving sus fa Deas 31, 2007, and Decne, 00 
{Prefect tenet cligation 

2 Pmasen 

3, Remon experse 

4 Peneamanevttiy 


ae Ag incon 
Seaapenins $170 
Projected benefit obbgation 00 
Farvaie of nase 1900 
‘ara emaing tron pce of ack arpopane 8 yor, 


Tenpecied treme corsa at he tert sow yaa) 


“The teu etn on pla ing 207 na 1 alg in xp tobe 1 Te 
seve anu regal the FBO ut hee ol he es feing 4 S28 0) drome 
tha baton, 


fet 
1 "Cala eay amoriation of he et ge Hat shu be cided 2 = componee fx 
‘pers fer 20 


1 ASune the net pemsion epee fr 207 onc the artigo Ue ne in ang 
S250. Wha is penton expe fre yar? 
3. Determine thet ow or gas Suey 1, 2008, 


‘patil oped penn eahet sing the eons among the een ha 
‘Carry ne die benoit ern plan ens Sc yet rc, Carey eis ein eae 


Bate, Dee 342007 


eared: 
1. Copy eine spe end ln te ising ae. 
3 rege the 207 jamal eur to eco posi expease 


Demin persion 
‘epee, PEO; plan 
‘atts person met 
Shy url ens 


ica eugh 08 


Deere persion 
sous jal 
‘ecient yor 


#03 eh 08 


Beremie the 78, 
sin aaet, pension 
eer: prot 


COMPTON? Pemonsand eer Hosetienent ere 77 
2 rp 207 ley od he eh combo plan ase 
44 rept jaa ny ooo on 307 pa ane and em preservice ot in 2007 


US Metalic In rept 


eng anes fail steers on 


on sets $100.00 
Frote bene bination ‘ajo 


ASM acaary determin tat 2007 serves sant 6 86000, Ba ot expected and acti ate of = 
‘um cnpan scene 98 The ner docile 9%, LSM cl S10 he pension 
fun at io a 07, mie wr a $400 om pla er 
agua 
Dermot alow som at een ot 000% 

1 tent exe 

2 Pres et oben 

Pam aeeee 

omic aesy 

5 Pree oa ents to eer th: pension espeme an using flan ost vy thang in 
teem seit 


“The Kole Company ht fie! bee asin 
2307 wo 208 ar pried kom (6) lice 
{narmaton Provided by Pain Ps Acne 

roel eel bligaon af Dscenbe 51,2096 ~ 5) 00. 
Pr nerve cn ft pla meiner any 2.207 = $00 (rahi mera fr 
yes trong ennaig eve co, 
Seve st fo 2007 = $38, 
SL Series ant em — $570, 
ice ae we pan on fel ee ig 


sn, nfm ener sl ous 


Pape wwe nH?» $0 
Papen ots in 04 = $50, 


nmi iy Penn a Fre 
nae lc at wy 07? = $10. 

1S Jom cmnintine = sa, 

© contains ~ 500 

{Lapse geen eterno in uc 1 

{2007 aa eo nae 180 

{200 sel er ona ts = 521 

Neen femue cn mary 2107 ~ $20, 

Retin ese nt ¥en er 7 Ac 008, 

acura 

1 ne een or 2007 200K 

2am ua ef 2107 an 008 card peson apes 

3 Pere the ural ees or 207 and 208 carte cok econ op ac 

4. repre the una ton 07 om 208 cl any gman es ad aw ro rice 


Lewis Intsties dp «dts Repo atom rary 1.207 By making he ovo ot 
‘he pn erative rie ya Lens tue be sevice cto SLi Te gra rie ent 
‘raid iumhacly by 32 lio chp ee fo ee ey 2.3007, ee 
etre be amos fxpnsed) ve 0 years. Tm aie contS2300 2147 ally Fb at 
‘heel of ach yea Bh hays ictus tans getdate of ro an se rs 
Theme fren pon anc was 5 ADoser i tee al 1A en cage 
(ee ring 0, 

ecw 

Detar cock fh lowing arco 8 of Dest 27, he cl yearend fr Low 

1 Pec elt obit 

3. Pein expose 


nasi rp or imate 


Fracal etrurerts a ities 


“he fund sas of Hite Ping, In" ts ene posi la he tle i er 
Relationship among sit tut gl penis re pv ble 
‘emion elmer 


# 103 hough i038 2007 


into 


Feds tin "0 
er are ont zs 
ev gpm penzons EJ 


{eros move pi SEO a teenporn he eto id we $245 48 he 
7 Tas eect at of orn om plans ws Fy a aan sc re ee 
chang) n acta etna and augue dig the PO. 


Ea 
ending Barer, 
‘aie batt obigston ‘S00 $2801 
Bint aa 
% 
2 
Es) 


Reaion open 
‘Aerie vain vie ect ace elo (ans  deeine ennai oc 


lan “The following person eid da en Us ew Hees neon, dei eel 
Comprshensva— anor 2007, 


|sinoom 


iced arate ose "S100 sa 
‘eawmsted beats sehgaon es 
Fan set ava) aso A 
Imereti 
Seca pn ot 

Tr Gee 31,2004 amano) ao 
Nation pensions @ 
rage omar saree ite 2 years 
Goi eo dagen acura ceptions a“ 
Centon te person undies oye) ao 
Poon tens pond ty) Es 


ogre 
Popa pnonsrendoet tt shows he latnships ang the vara pmo ans 
‘hungesta owe bance, and cmp psn ep or 2, 
exe ‘Actery ond nets report mits he illo change in the PO aa nase of Lake 
[Comprehansve— ng 
Preece ut Jan 1. 2007. Kor pan aren a the 
" 


oreaschect, 
‘termine chenges in 
bbolanans we yea 


Lot erashtoe (nmin 


Benen ot 07 
Seven ene 


egrating Probie — 
Dee a ers ot 
person oni 

Segte concep 
\eonedin Chapter 16 


sor 


Patrarorart 
vote; EPBO 
Srporert of 
eeetrement bene 
‘Soere, pane ale 


s10n00% 


2 Deermae de wen as mir oes 2007 and prepare Be erp jour xy Ye eed 
then 

3) Prqre gen series sh Jou i deen end 07 laces he PB 
Soe rere ot eet on ees, he pers ab 

4 Resume felomengatury a nc report dou bates 
Tate Cae ng 28 


Reamnng oo fasonng a8 = 
ince Tee eed 56 
(ripen) ons coin corebatare * 


‘Deceit Laks’ enon exe for 2068 prep the appear eins eens 
Ine eagense he eaeh ris plan ate 

5 Tater the ew gan sno ono 20 a reat appropri ural ey reco 
% Uing Tacomas eee te tans of Beer 3 
7, Conte te bales ctrmiod sy Requtent by penn pene rexibes. 
Toga these ines, ve ipo he noe es fhe pon oun ei oe 
‘epee Nk eh oun ete so he shaper Cs Cems we 
‘eer ee eaere a adn 27 he oe ga alos ha scare Se 


“e RecrdPanin Spare Sewrons 
Peon tabi at + 34-27) * 
‘orion pesto 20 svat) ri 

To Record Funding 
‘ah esrecon pl “ 
‘Ne macrd Gains and Lest ne Ott Comrsharaive esa (OCD 
TeeOcl ram ching mason, 4 a 
“Gon-OU) om adel otan cessing epecodotr. 3 
Parson tbat tbr! 2 
part 


Tec tes jl ene nee mew eco teeing Asn ts 
Globalstar Af in nse nae nd copies tx faci per 
Pw tt het nga cones mai wen se mos sce orn pape a 
‘mt eran beac ahe anee Av are thax elec ae Joe, cing e 
(aot dred ie se na ered a Mabie. So, you may want eer ach 
(Gite Ie nfroh sur mene aw octet 
rps «sera emetic fer 2007 curing Gi ony her sobre oF 
amore ine werent co of $0 ena S30 lio et we bln al 
fecannait-acininatisiria sh 


niyo Cmratinsemplnee re eile fr prevent ea cate enc ae oh ag 
fmliged he ol he enn i og ta ing or 20 gem an Sper war 
Het ate bing 985 Cry oe 3 ge het 8 ing 195) a apc 
ea the ed wf 2012 age 3). Mis reremar expec pte en net Yt 
‘ify calculations The erga’ acy fa suede a ost of eee eel ch RUE 
Feit ese flo det Te pin pean 


‘ er Expected Age Net Cot 
ae s ‘400 
ie a ‘tue 
ins ro 20 
ine ie 0 


i o a0 


para 
Postetiemant 
beset screcle 
st gontretrement 
‘benefit cons 


© Lop tragh ont 


ad 
Fontetterent 
Denfit relaonshie 
song larents 
bene len 


© to8ewaigh Lott 


eae 

1. Dame ie that dept rae anion per fo ic ein espe ioe 
pene 

2 Gael to prostate the net bef of the eect eit de 

4. Wu rect Saye, wba sth compo cept onetime tent obs t ee 
eeam07? 

Wit respect Saye hat the compan arcuate ocean! ef cnn 


55 Wr respec en Sawa he cans cna preteen! raf iin tl 
orn 
1 Waite ese como he hale 208 enti ee pen 


7. Weat theists to fe incl 2008 pratetement eve eapee? 
Show hte APUO cged dri 2005 eoning being cing ss 
Sins abelng Company facie ai ate plan. ployee ally ei fr ei 
ter meting forthe compan ight years Sekcon ed May Newt lrway 1,37 Ave ea 
‘12007 acumen the wil eco riding heather bene Nena bare 
‘omen yea to nv fest alae of 180 Tho suas’ cnet ats 1 

Seawie 

‘eparxhedol thal srw the EPO, he APO. the eve on nee nt, a ie ect 
stent bese espe forte he years 307-08 


‘Thenfrnato hw prin ie tes ae pan 6 Thapnon Tchalopie 


Arcamdated penetrate sigston 
Fane tte 
Net gupentecramers barat plan 
‘Tompion Beg Fnsag he pla in 27 wha cama ot 127 90 oh ni fk a 

ah ne Rees wee fd $32.90 Te otra! re 3, There wor chang 
‘iene td onions 
‘Detemite be fllovig ours or 2 
2 Foctemnt r egnie 


“Tony gest this yon wore ha Ms Money, esc manner 
Sei nai te ei ae pe mt che ee 
"et pan ons. "Ven, male a cnrades “Tel yo fates week Weck” 

“ies Monten Be 


“ee ano ber pn vi roca nase rt See 
(Gees lancte 13m i eave vs an nar ? 


eas! ing tomes my estas psgan” yu ea “New lee Yo he 

suet caeaiy smn a sly il Ge pt Jen nde erent they wee the ak 

‘ag 1787 A or semen yom ay hy ote ti afr 0 yen dee ete 

feo ay fr 0 years daar resent gt ck "| 

samara 

1 ee ie a tb 2007 ey S100 you ene he a ied 
‘et par and poets Rote, ba! wil be ow sme etn fey? What pea 
‘Set yen lems seni apd ape ce en 208 

2 Spc nara tat yo cane dee am lan Aseaning tht he te of ere 
‘iy tb sme Be nt nos a ete ra fc ou et pl si oe 
‘5% sounded anomaly wh i eth fats vane of ou plan sata te aid 
‘evemom de ead of S06) What be your nul erent fy Casing och 
ese of emanag aot 699" 

| fle one nme comparion ick pla wal jot cee? Wha res you ao 
ene mst teehee 

ios Toca we gen singled ving eons spect uch sat Tire ny 

Steen up he pet. On ane! ny en Se phe fl ew ro wi thera 

‘he bi! th fil fs fi fhe emg kre, sane he ere Nae 

‘Dots fnccon ome som Ax” ute hat malig eth ener | weer ee 

‘Sercnanng ner af your teeter cass belo cach cnn 00 0% 


* * 
2 trem say 
7 TNC" seeace “Tapas” “cos 060 


Set Zee ste ney he ata! taf Ken Ie. imal apie fhe 
tae pues The pry peor defn elton pl ht Conc 20 eye On 
(woes la yt anal votes, Zale var cnt su! tm tems pone he 
‘re ies itn othe posal tons ot he se 


Note 6 emis 
Te company his a etre nef pein pon cveing way ot employee Pasion 
(bostare ousd en emplcye se yuan payer amponaran nah ot 
‘yur of engeyrnt The campany swe way Be raarn neat ported by te ft 
(Dales cade an onttutore noe fr bonate apace be sme fw fut el 
‘ho ered tod, Tre oloong ssn te pons hana ar ang ar rcngrean the 
ions tan Sesser 3,2 anon 


emp compu ome tenes petal pen aon npr SOKO in 207 ed 

‘46 5301n 08 Six psn! i iy State cen em, Zaller 

‘let ibeineue inte poo perce Nested once oes ane Yet ek NOE 

Kew. mabe raed be dascee ae aby meas he enone 

legired 

Utes we to Pace ewe 

1 Pape 2 ka cnn fhe ret pera per ape a8 ree ihe aon be 
fete ref dso compen of pens epee 

2 ty elmo em pn) no oe cee nn 

3 Dosche fork we deen snares Bawese he cara ent oes ane 
pect cate 


Baron s ne 


cn et op 


ig du sd prove of nonrtal naieeting arse Te soe pi 
sores nnconory eins teeth prin lan Alas Bln x aw elo and pence oe 
{emion plan, tained vcopy oe MTs saerens pet abnor 
‘cr enpoyer catia ln pi, poof rae tvs 


bene m ans p 


tte ootote wth seen op in he ace 
ca He wa en th ote expense tt 
Since ba ws be make ere oy alr bet not Expeeaag hc ae 


his Cane 17-4 
41K pan 
none 


CHAPTER 7 Pantone nd er Pouotronan anette 988 


seme strpns nt nel na sy rea, puso mde | oer ae 
‘na we tc hey uur rae” 

‘Bats werk mrmining coms elie aml were at of what sete se 
son zou, Be wegen er pb usb on 
‘Neue the mie a ao nif Anse te lowing gions yor hha 
("i Wate seve ces he coma eel pen expen he Ba 


‘Wie iar anette me eal cry etn lest? 
‘Pie dice eer tt taal sina el nan see How eth isnWhat 
‘the cts ea” 

{Wik cont te previo pee ees eed ecg’? Wh ee ers 
sons ea pera 


he fo of i ae gun | te vas re he faa wo ae 

oop aening ons ts theca Te aon of yon grap mt snc the coe Ba 

Exepetios nd weege te pppoe tenet Porn slgston Fo someon et 

‘et awe alee y GAAP 

papers 

Ec paper snl deter ein lps wd k ahe men et 

35 tips pep elm 10 anes te stato. hing ut 
ng. pp ne nls ts aig et esas Be pre ie Sn 
‘ew aren 

3, Aras tim, pape or ent pa tinge ay meting) wl sae 
x pup cian wh cs. The go he cho i tsp a fh oe 8 


‘Sic spn 1971 pmary hse fhe erat Aue Sarl oa (AS) 
ase aim ites word panting aca athe pension cal rm 
‘Gn Whe por Beon ef ang es et Sigua Bee ee 
Sry tora nthe aca or pases oe ies gon red ai 
Timer psn nue new een ae ipl 
gure 
ate iar oer tas the Uns Ss st 
Vacs ce al pt of ane Fm toy 
2s we a a cay aos fo enc Ine or aay 
| Whee a the ot aig ei Beri ere nde te, 
|S haber eign or he ons beee once neuen ae 
© Thesmeet om neice ea Wa 
2) Page a rr high emi a lliemace ete nel Se al or 
Stine oun nie Wy penton ont aac ne 
Neon ca tacos alerts an the ovina 9 nite,» emily see, or 
EDGAR te Fintona Caer, As and Kae erie a be BC, amate,  o8 
(te Riese atedearcengieshtnicem 


‘ne yc il yn tra ats wih Ine ost fa ad pln i 
Aart VAI Na «Gee coareson exe umn 0% The pln sl 4018) 
Ame fer ee eect ta ges coco br aa ramet fee pl) 
{im pre doaay conten ty copies Eploees coon mand wih oe Sle 
‘temper oma ar ea tw slay rays sonia. Apna SSONUD a 
‘acne a dca nope yon ea at rime neo ae ener 

Wale efuing wane tiny nl ee, so hap pt tt ployee rian 
‘ee slant) Jom om open en smn ora rae flog fay 
fc rn whe ecion m. m aer ovegnoa, on acre hare pan es 
Fs oncaeid ihe ek ep os Wh jou Gu he 
{i's mcament manger srt pro change in tng of motets Yo aed “La eat 
Mr Mawel (C7) ected hs Seon he caren Ine nen vee 
‘ston AL ie fac uae we empyer aching cmon el Spot the ed 
‘mie sp ange me 


— 


orsead 
tate Me Manuel prot aon a he shag be ny abana nc? 
2 Dogon gece at ea Sewn? 


Resaarch Case 17-7 


Reasarching pension 
‘eloauren rovers 
Infomation Fem the 
Inert 
# 1ortoato 
‘rom he clone ees termine he yf parson plan the omy ak. 
[any defied cmiation ps, een te eonsutons th open make te 
bef epoyesdning he mt ce thc ea 
“Riray died feel plane termine ne gered ene bia fr te ms em ex. 
Analyst Casa 17-8 


Fenton eal el ue la signe apn Te 
(CAUS,donesteenploeer ape ST an one witha tom eae seve tle ee 
‘FedEx Corporation marrage eamingrand yer sere The yur ce decode 1. 


1s 


(Real Word Cae 17-8 
Penson arencirent| 


# tost08 


“iking nha anenpiycestck pce pla, Cte a hecome on ane GM 

‘wellm employer Hs worker se ese) coer by the ces elem 

Sng of he een comet la actin 

tgorase 

1 When acomyay motes eaten en the ea Genel Moon di, at ue 

Med cu? How bts? 

2. Whatckes GM ea whet 9s “ae pension ebigston an an expec 

she wifucrtly pec = arse ieaaetly caged bor neiioae”? 
eas Wortd ‘Wl dg so olin esearch conceaing «posite necaent a Qwest Communications 
ase 17-10 ‘al you st aay 18.200, news eee a se le een Ta 
Fie of persans.an Sas dara ne en ya acen Ces» 2008 ana ep ta pte eh 
feamgs quest for perf fr he ea of $13 billom Ths prongs yn to dig Jepe fx wh age hae 
pratie {fe repeat mune Youve serena ath ht mers fg ht a eget 

‘Shanks fd indicat a ves pension plo al epee i opted caring, Cav 
108 sar father 


— 


fenton ed Othe Foruetramene Baits 885 


Regard 
1 Cane nt pip enon come nig oe? 
2 Atzes EDGAR nh ere», to Ebro tga pve 
fied ves» 2009 ama ope wa kot be eee tone What ahing aed 
‘marin he ef pens arg? 
[Doth dds as, Wha efecto peso pla on cing dos the at memes 
eet si? Whot jo oer wi ee? 
Companies ai por fe actual rps we 9 ma stim concen pein plans Do 
fy te changea pone hy vest tat We ele he pene pen ve peed Cas? 
apa 
sce) Cane 12-91 ‘The fr exit fhe Arca nae of Ceres Mahe Acct (AIC) eenile 
{or repaig te CPA cx The bol cata of lS ste, be Dh of Com, 
‘Goan Pest Ric, oad BU Vgin ans tc conan he fier ay eae ch 
‘eal eons of CPA emda" cet fr sich tae ection ape Dy He AICPA 
{50 sero tie for. rs 
1 Ase he AICPA website te set The ne aes is npn 
2 Nec 84 tnt iis Ll hr em scent err ice 
3 Inco owe upright asi tte 
4 From the AICPA sit, uses the Ecard Gf AcwuNNE For You us. Whe the een 
‘mgr your tte er te CA ea 
syle Coco 17-12 Ree be ual tener a dc ete of ad Carpio n Append We 
toneg enor 
patvterent berets Raqures 
sation MDS 1pe\ of soem Pees ahora peasns docs Fed prove i ies! What 
Sates testiphaty mpc 
oron.on In perineal pla le pi 


wn.owwr 


PA SIMULATION 


“Toa yus knee emp ded ah cape pace ale profiel il rneeaty 
{cae sates an epee oie Sop aed CP amy essing vu CA inna he 
text yabite: wrbtermpirand 
"The Schade Copy en tes your knoe coming, a, ne, ete a 
cane en onferiny asa ees a ee esi tl eer Pe 
“Avon CPA xa ee 


Specks in he malate 
Denning aarti of acl ping fect rin cng 
Arpt olen in dc edo a fli wey races 
(aeang ere aati ban ein 


‘hmmaetin yn antl ton UE a Wa hy og 


eseching propre Aowng fhe ner wesc esi 1a hid pry 


—- 


Pages 886-891 have been intentionally omitted, 


| 
i 
: 


Pages 886-891 haye been intvnthonally omitted, 


‘Pages 886-891 have been intentionally omitted. 


‘Pages 886-891 have been intentionally omitted, 


Pages 86-891 have been intentionally omitted. 


CHAPTER 


Shareholders’ Equity 


LEARNING OBJECTIVES 


Fi 


INANCIAL REPORTING CASE 
= a] 
Temple-inland, Inc. 


Fal you have some uniteruped time to get 
tack the net Faier toy you notes em the 
Intemet tat the market gree of Templetnands 
‘amon snk ws up alist 1% YOUVE bene 
‘took in wy but have had one meeting f= 

fer another ll ay 
Temple-innd, based nus, Texas, manu 
‘tures conusaed packaging and bul pro 
ucts and offers financial sevice. the company employs 1850 nationyde. You've been slocholder of 
Tegle-nan ice the Begining of he yar whe your home mproveneNt contractor breged To Yu shout 
the company roles. The dived oF 6 ents ashore that you fceve quarter are mee, ut ths ak 
ny you bought Ue sue; you were cuawnced the tire thatthe sek le mas pie ray. Tat 
Fast realy Rappers. A few werd ich fhe mouse ani you come eee he Flowing es ate 


NIST Tera Fes 4205 Bure eA en sched meting te Boar of Diets aay 
“se ela quar send of $04 pe or shar, yale Mage 8.7005, Yo sales 
‘ond Mare 12005 

‘i 4 pe Share yin sa 20% eens oer Me par any end ot 0.6 share ans 
‘het ee sive anal rae Tope pa 9 pea en of 3.00 per hae 
Breen 2008 


‘emote nan, ea announce aay ha v8 oad of rectors autho the repute of up 
{sit mii sary a conor sic (12 lon aes ter criti te tos spt Secs ea 
‘hi eareen ver 18 of he compar caren cutting ares Te pees wi bee 
‘am time me hm open mart pray nelle amartors. 

‘nada othe didnt ese and share epurckaeathorenor tv Boas of Geto: apres 
{two-tone stot st eee the format» oe send on sures fear on Meh 
41008 For cw ne shar te Company common sac hel the ar ae be ce leh 
‘one ans The ioral shares retin rom the spit wl be bin A 2008 


1 Do-you think theta price reese elated Yo Tempe-nans stare repurchase plan? page 808) 
22 What a Tenge-niands choles in aecouning or he sare repurchases? (gage 0) 
3 What effect doc the quater eh vend oF 45 censashare have 0 Tempera ats? Ws 
‘iis? hs shareholder’ quity? (page M15) 
4 Wf th two Tee on mt? sae ase ey 
ced 
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(NEAR: THE NATURE OF SHAREHOLDERS’ EQUITY 


‘A corporation rales money wo fund its business operations by some mix of debt ad 
‘inancing. In earlier chapers, we examined deb financing in the form of noes, 
‘eases and othe abilities. Amounts reretening those lailities denote eed 
inthe company’s asset. Now we Focus various frm of equity financing. Sp 
this chapter we consider tranuctions tha aectsharcolders' equity—those ecco 
represet the anes interests of shares. 

In principe, shareholders” equty is» celstively saightforward concept 
city be elds anouce ar vl over aoe dh Clna have bere abcd 
‘ansets (in ober words, net ase) You probably call the residual nature of 
‘ity from he baste accountmg equaticn 

‘Asses Latin = Steele ety 
NetAsts 


‘vested hy sharehoklers inthe corporation und (2) amounts earned by the corporation 
‘al f shareholders, These two sources ne report as (1) paid-in eaptal an (2) 


ceamings 
‘Despite being a seemingly clkar-cut cocept, shareholders" equity and its comps 
couns often sre misundersiod and misnterencted. As we explore the transactions 
{ect shareholder" equity and its component accounts, try not to allo your 
‘overwhelmed by unfamiliar terminology o to be overly concermed with preise 


rs egaity elf soon referred 10 ws eclskders equity, thaseowmers egal. 
fers"Invesment ae many eer sai les 


cally accepted accounting principles prove companies with considerable 
‘choosing accounting methods inthis aes. 

‘Recping this perspective in mind whic you study the chapter should a you in 
standing the essential conceps. Ata ery basic level, cach transaction we exit 
‘Viewed simply a an inreae or decreas: in sharebolders"eyoly, pers, witb 


Sesirble o separate Owner” equity nie several separate shareholders” equity 
“These elitional considertions legal rqpirements ane daclowire ubjecive 
uss in late sections af this char So, #5 you study the separate effec 


youre freqoently "What s the net fst ofthis transaction on shareildes" 
‘squivaienly, "By how mach aro net acsets (assets rious Habibi) afecied 
transaction?” 


Financiat Reporting Overview 


posto Cosparation a ype ena in Graphic 18-1 provides ta 
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Gramc 18-1 


Detated Shareholder 
uty Presentation 


Graphic 16-1 depicts a eather comprecanve situation, Is anlkey tha any one com 
ry vould hav surehiders’ ety fom all of hese scarce ny oe ime Rerenher 
fx, ati poi gr objective i only peta general perspetive ofthe deme conting 
Stackers” eyuty. You should, however, noe u fe aspecss ofthe satomentsbown i 
(api 18-1 First the four component of Exposition Compras dahl ety 
‘eu n capital, reine earings, accimulated other com rehensive income. and te 
anrsixk, 


PAIDIN CAPITAL ‘ 
Pain capital consis primary of amcuns invest by sharcholde when they purchase 
thes of stock ram the cupordon ado, amos eck are invested or inn 
ye) by others on bell ofthe daacholdere Fe Expesitn Conpuration,sasholdes 
reaed $470 milion (S100 4-35 + 5-4 3K) + 30 $40) An akon $I ile 


= 
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fs truly 2 global economy. Mest lage US. companies me, in fet, muna 
companies that may dere oly Faction oF het revenues inthis comiry. AS 

‘amy operations ae located abroad foreign operatians requemly are devon 

m-th curency ofthe fore coutry Uapanese ye, Sw frame, Eur, atid soon 
cachange ates change, the dol equilen of the farign eunency changes. 

‘Curency rate changes tha affect eas ows because they requester ina 
other tha the emp’ functional curency result fore eumeney trarscian a 
‘ments. These ar reported a gtr zm osc the earaigs of he period the change 
‘ur Those tht do-not require settlement and tus don’ affect eash flows are ra 
Aaestirents. These ane acumulated ns separa eompanent of shareholders eu 
ompaehcnsne iene 


($5+7+9+5 + lyot paid-in capital acon fom napa activities, eingng theta 
$500 milion, Lar in this chapter, we consider in more deal the eveans and 
‘hat asc pain capital. 


RETAINED EARNINGS. 
‘tale earnings reported os singe amount, $1,670 milion, bata divelosne me 
‘vides additional information about «specific restition on dividend, 


ACCUMULATED OTHER COMPREHENSIVE INCOME 
‘Also werice that sbarehoders xpi of postion Corporation i cused for he 
that aro icluded nt income an 0 oat retained earning’ but are pa 
‘comprehensive income" and therefore as incl us separate components 
‘guity Comprehensive income provices a more expansive view of the cange in 
holders’ equity than does teaditonal net eam. Iti the ttl monomer chang in 
"reporting petod In fact, i encompass all changes inequity her than shove fam 
{ectioms with owaers, Tanactons betwee the eospoatom and sarees 
‘le divideods and the sale or purchase of shares of the company's stock. Mo 
‘hanges are ported in the acon stacment So the chang ote than thos ht 
of tational ae ncomie are the ones ported 3s “othe comprehensive income,” 
Comprehersive income exenc our view of income beyond conventional et income 
‘clude four types of gains und loc that tionally Raven"t been included it 
statements: 


1, Netholding gains (lowses) on investments 

2, Net unrecognized loss on pensions. 

5, Defered gins (losses) from deryatives. 

4 Gains doses) fom foreign currency tsdlation, 

“Too first of thes ae the gains snd losses om securities “avallable for-sale” Ha 
when the fait valcs of these ivesbnents increase or decreas, As yon [eared in Chat 
‘hese ans and Losses are clade! earings until they are realized hough be 
the secures but sre considered a eampanent of other comprokensive income in them 
time, Similarly, a we discussed in Cher 17, na unrecognized losses on pensions 
‘umes reduce other comprehensive income but not net income. You have not yt 
thin! an eurth potential components of ther eorprehensive income As dest 
radix A, “Derivatives al the back of istextbook, when a derive designate aa 
‘flo nedge"sajsted wo far valve, ne gain ot losis detered as a component of 
bomprehensive lacome and included In srnings te, athe same ie ab earings 
fected hy the hedged transaction, Cis and losses from changes n foreign cue 


oe 
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shag aes re discussed sewer in your acoumting curl, bt alsa ae nchided n 
‘thes conipebersive core bu not nel inom. 

Other compechensive incur yhres ante ait with me income Jas abe neue i 
‘ep peieily tc also om a comalative hai ax pt rt ned earning, oer cor 
_cbensve Income, 1, reported periodically ai 1 rete and abo as accurate 


ie) compen of 
[poicd (Geert poe 5 


‘The second measire—the comprehensive income accumu vere cuenta ror 
perads—i repo a a Sepuate componest nf shields" cq following ean 
‘utings, slr to the presettion by Expesion Corporal n Genphic Ut Note that 
ex repored ere aceunulted cer eumpreheatveinsams—repeaet the cama 
fs of the chamges in each component ceaied Juris each reporting period (Graphic 
1162) teowghout al preys 


TREASURY STOCK 
‘ecm the final component of shareholders equi) ~ teary stock Ia inthe hap 
etnies that some of the shares pevisly sod were bout back by the corporation 
fy rachis 

seldom fever il se this degre of dtall report nthe presetation of paid-in 
‘il, Instead, companies keep uack of individual adn! palin capt account 
mpm records but dina report these amounts as sil subeal~adonal pa 
Inet Pertinent its and preps of various secures vastanling sich as vend 
‘a iguidation preferences, call aid conversion information, and voting igh ae seems 
us in scone notes. The shareholders” eq portion ofthe balance shect of South 
tat Ales, shown mn Chaphic 18 8 typical presentation ora, 


ae Fens ney Seam ee hs 4 


— 


‘The balance sheet reports annual balances of shareholder equity wecouns. 
‘companies also sould disclose the sources of the changes in those accounts This 


Gown in Geaphic 18-3), 


The Corporate Organization 


‘Acompany may be organized in any of see mays: (1) a single proprietorship, (2. 


though fewer in number than proprietorship ad partnerships, nferms of busines 
‘cororations are the pesdeminaet frm business organization. 

nanos: respects, ransoctons are ace or in the same way regardless of the 
business ofganizaion. Asses and Vaile are taected by the way a company i 
nized, The exception isthe method of accounting for capital, the ownership 
‘company: Rather than rording all changes in ownership intrest in asin capital 
foreach ners we do for single propritorbips and paresis, we use the 

ial accounts overviewed inthe previous sction to record those changes fra 
Before diacussing how we account for specie owners changes, let's lock a he 
feystis of x corporation that make tis ay of organization distinctive amd ee 
scouting eaten. 


UMITED ABILITY 
‘Trew ae operable fy es fn coer Lie 9 

mis. separa lal ei responsible fr its own debt, 
Es laity fs ithed we amex Invest nh company when ey 
(Gnles thesharoholder abo fs an oes of the corporation. The Hated Hab 
holder i pechaps the single most importamadvantige of corporate organization. 
{orm of busiets, creditors may look (othe persona axel of owners or 
Ihasness deb. 


‘Tan en A on 2 Ae 
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Girne 18-4 Changes Stockholder’ EautySouthie!Aiines 


i 
Consolidated Statements of Stockholders guy 


Campton core hs 


Tieineore 
‘irate gsi on deine mtaments 
ote 


‘al comorohansive come 
‘ane at December 31,2004 $790 


FASE OF RAISING CAPITAL 
Acuperaton is eer wie vo axing capita than is. proprictonhip ora paracshi. All 
“ocsokr may rane capt by operating ata peo or by barowing. However, eating 
“eg capitals ear foe corporation, Rccatecorpraio ell omaerhp intrest in the 
‘if shares of stk: ewmetip rights te easily tanner Am invesoc ca ell hie 
‘scthip interest a any tite and without alec the capri ors pecans 

Fron the viewpoint of pel ives, aber favorable ape a ives 60% 
freien isthe Lack of mutual apency. naval partners ns partnership have the power to 
‘ha the snes a cmiract. Therefore, an invest Ii panership ms be cel 
ing the character and business savvy of ellow comers. Ose ae han, shtebold- 
‘papain in the fais of corporation i Hie to worng a sharbekdes* meetings 
Jims the darchokler sso sw manager. Consequently a sharholder need eee the 
se depres of cre that partners must selecting eoiress 

‘Obviously, then, x eorpoaton offers advantages over th ote forms of gaia, 
orto nts ainy to raise nventment capital. As you night gues, gh thee en 
do nk come watt a pice, 
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DISADVANTAGES. 

‘Papert To protect the rights of those who buy a corporation's stock or wh kas 
{to comporain, the sate in which the company is incorporated an he Cevkral go 
Impose expensive report requicemens. Primarily the required paperwork i ina! 
naure adequate disclosure of informaticn needed by investors and eteitor. 

"You ead earlier thot coxparations are seperate legal ens. As su, they sso ae 
‘ae Lasuhle entities Often this cases wat iy sefere as double taxation, Comp 
‘rt pay iacome ance a their earings Thea, when theneearaigs are distribute ac 
Aividends,sharsolders gay personal income tas onthe previosly taxed earings 
rss and partnerships are not axed a the business level each owner's shar 
sted only as personal income, 


‘TYPES OF CORPORATIONS 
‘When referring to corporations inthis ext, we ae fering wo corporations fered by 
vate individuals for te purpose oF generating profits. These corporations ris api by 
selling tock. There ae, however, thor ‘ype of corporations. 
‘Some corporations sich as chutes. ospias universities, and charities do no} el 
and are nok organize for profit Ako, some not-for-profit corporations are go 
‘owned —the Fsderal Deposit Insurance Corporation (FDIC), for instance: Accouig 
or profit corporations ikcuused cewbere inthe accountng euriceama 
‘Corporations orgunized fr profit may be publey hel or privately (or closely) be 
stock of publily held corporations i available for puree by the general pablc You 


‘On the other hand, shart of privately held companies are ned by ony a fe in 
als perhaps family) and are nt eval tothe geveral pablis. Corporations whi 
‘is prety eld donot nec riser thos ares withthe Securities and Exchange G 


imivsiom snd are pared the soluminoss, annual reporting requirements ofthe SEC: 
‘Sourse, new sources of equity financing relied when shares ae privately Nelda 
‘net for sel existing shares. 

Frequently, companies begin as swale, privately eld corpontions. Then a ss 
‘broadens opportanities for expansion, the corporation goes public. For example 
‘Google decided 10 ake public the prvatly held company. The result was the large 
ology initia pbc offering eve. 


HYBRID ORGANIZATIONS. 
‘Accorporition can elect o comply with epoca tof tx rules and be designated an 
‘poration § corporations have charactrities ofboth regular corporations ap 
‘Owners have the limited liability protection ofa corporation, but income and expenses 
passe through othe owners asin a partersip, avoiding double taxation, 

“Two relvely recent buses snares have evolved in response t ability ones 
tax retin —linited Hai compan es ane Hite ablity partnership. 

‘A limited tiahlity company offers several advantages, Overs are noc table fr 
debts ofthe business except to the extent oftheir investment. Unlike a imited 
all embers ofa limited lability company can be invotved with managing the b 
‘without TosingHabiliy protection. Like an corporation, income and expenses ap 
through othe owners asin a partners, avoiding double taxation bat there ae no 
tions on the number af wren nat 9 poration 

‘A inited iaiity partnership ie sia aimed iabiy company, excepts 
coffer il the Mability protection availabe in the tite lability company siructa 
fare Hable fer thet owa actions but not etre ible for the setions of other partners. 


‘THE MODEL BUSINESS CORPORATION ACT 
(Corporations ace Toeted in accoyJsnce with the corporation laws of individ ses. Si 
1a ae aot unifoem, bat share many siillaes, tanks tothe widespread ubopton 


=> 
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ate Business Corporation AcL* This act i designe to serve a pide oats ine 
Seylopnicn of ter corporation tates 1 preseily sres athe mde fOr the Maloy 
ate 

Sate tes regartng the nature of shares tha can be suede isan al rept 
‘tase of thos shares, and conditions for distin Lo sarcholders obviously tauencs 
‘om of ecrporatons. Naturally aiferenes among tte ie affect how we accu fot 
any of the shareholders egy asin discs chal. Fr that esto, we 
Wi oeus onthe norma cate. ts described by the Model Business Coporation Act ond Vrs aorg tte 
estos where variations in sae igh ree iferem accounting. Your goal nner GAAP 
‘tft vere prcshies cmd by pecans of state laws but oundentand VAG 
the road concepts uf atsountng fr shareholder’ equity tha canbe oped io onyspeciic 2a" 

The prices of incorponting a basnes similar in al wie The article of ier 
lo (tees called cvporte charter deere a th ati fe ns 
aves, b) the shares 0 he fesed nd) Whe compost o he nl board af dre 
tex The bard of director cxtalites corporate plies an! apes ices who mage 
esomoration, 

‘Arles se ofthe shares authorized by te aes oF cimperaon ar sold a te i 
ion afthe corporation Frege. the ital ashok academies he bear 
-Tdiectes oe officers who maybe one and the same). timate. he eoreration’s 
Strclers tat conte he company: Shareboles are the ow er ofthe corporation. By 
Jeng their shares tis they wh determine he makeup of he tard of iechre—svho i 
‘en nppoitffices, whom tan manage the company. 

‘Stachoersivenamen in a ororatin crc is efeed as pan cap the 
se sco, we examine the methods normally wed wo rail ends tahoe 
"etme and torpor sch pd cpl fname 


PAID-IN CAPITAL 


Fundamental Share Rights 


Jnmeading the previous paragraphs, you nod tht corporations ae equity ands by selling 

snes of te crpoaton. Shareholders ae the ower of a cerporton. fa sorportion at 

‘nly ome elas of shes, 1 designation o the shares is ecear, but hey type ate a 

‘eed common shares. Ownership rights held by common starchoiers, unless speiically 

“still byagreeaent ih ib sarsholer, ae 

|The right to vote on matters that come befor the shards inlading the election 
of eorporite directors. Each share represents one Ve 

‘b Therigh io share in pots when dividend are declared, The percentage of shar 
‘sed hy shareholer determines hier share od dens abe 

«Thevigh eo share inthe dstibtion of assets f the company gd. The 
pvemage of shares owed bya sharebolder determin: Biber share of acta 
‘raion and pelered share holes ae paid 


Another right sometimes given o common sharhokses the rgb to maintain one's per- 
eae sae of ner when pew share ace. This feted 1 a peempane 
‘ov Fach sree fered he opti Yo Buy apscenge any new share 
‘ee qual othe percentage of shares els ews atthe ie In motes hs ight mst 
‘espeifialy wart nec tis presuied une sont actually exc. aici 
“av ight aly wield eat te peaverence cae copes whew they "cee 

tose nw shares The exten of the preempave igh orany seamen tease Eesot ye 
{ey slarcholdr own cough stick wot conceal about tr ovnenhip percentage. acelin. 


oon secnous 


‘ermbwtoay varies 
the way sempanies 
Saceecene mens 


red he rights and 
frtegesofshres on 
{he hats of whethee 
rey ar bles 


nerd kr oi ie 


Distinguishing Classes of Shares 


kis ot uncommon for a fimo havo mows than ane, and papa Sever casts fay 
cach witelflerent rights aed iitaons, To atc investor companies bave deve 
‘sey of nner ecares 

Tes dan ore claus of shares aie bythe artlesf incxpastin, the 
sight of scorns, he righ te, resdal ineext asst and iden 
‘mus be sued. Also. some dosigaton st be pve odsingush each clas 

‘Some of te datngushag designs ten wc ae 
Css lat Bnd soon (Tyeon Pood. 
Prefered sick. common stock and css Bock (Hershey Food). 
Cosson and prefered (Hewet Packard. 

Capital work (Reader's Digs). 

Cn and sev prefer (Saket). 

Je your inwovcory study of aceonsing, ys probably became mat fait wii 
cvnaton nc-prefeed ck diincin ‘That terminology has des ra 

Early English core charters provi fr shares iat wee prefered over hh 
dividends and liquidation righ, These provisions were fected nearly Amen 
‘ton les Bua our economy develops conporationsineteasingly et the nesd 
Sative ways of atzactingivestnc capa Theres as bon a gral deem 
wide range of share clasificabos tha cant cay be idemitied by these 
‘Sesion. 

“Tefet he eiiiydhat nm exsiin te cewton of guy shares the Moe 
‘ess Corpora Act and this any sie states, no lager maemion th werd 
‘hd temo. Bute inuengeof vation ngs: Mos corporations i deena 
{S common or peer. Yar consistency Wi pate, the laseons You Sud 
Shaper use thote designations As you conser the examples, beep mind ha he 
amceps apply rezaess of he langage tse stings xe 


‘TYPICAL RIGHTS OF PREFERRED SHARES 
‘An issue of shares with certain preferencos of feature hat distinguish from theca 
‘stares customarily called common shares may be astigned any ofthe several shel 
tioned earlier. Very often the alstinguishing designation is preferred shares. The 
tights of prefered shareholders usually iaclude ome or boa the fling 


1. Prefered shareholders typically have a preference to a specified amount 
Aividends (stated dollar amount pe share or of pac value per share) Thats 
bard of directors declares divin, prefered shareholders wll receive the 
designed dividend bene any dvdends are pak w comm shareolers. 

by, Preferred shareholders customarily have preference (over common saree) 
15 tothe cistibution of assets in tho event the corporation i istlved. 


PreCerred shareholders sometimes have de eight of conversion which allows them 
ange shares of prefered stock for common sock a specified conversion rai. 
lively, a redemption privilege might ullow prefered shareholders the option, 
spestlcd contin, return thet orcs foe & prsetermined redemption price Foi 
‘tance, in 2001, Nerox Corporation ha outstanding G4 ill shares of cums 
Terred sek, Prefered sharers lave reference over commen stockhokle's nd 
‘and liguidation nights. Each preferred share s convertible into common shaves rw 
‘lon amount ofeach. Similarly, shares mas be redeemable a the option ofthe sui 
‘oration (sometimes refered to as calla). 

Prsferre shares may be cumulative ot noneumlative. Typically, pected: 
‘cumlaive, which means tt ithe specifi dividend sno pina given yea, 

cos (called dividers in aryears)secwmnlate aod mst be made up ina er 
‘year before any dividends are pad on common sha 

Prefered shares may be participating or nonpartiipating. parvcipaing 
lowes prefered sharcholders lo reetve atonal dividends beyond the stated aoa 


a 
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ered shares ar fllypuncipaing, the distribution of ividends to common ad pre= 
‘Ee darholder rts allcation fase om he relive par vale neu ef tna- 
‘on and preference outsianing” Parcipating fered sock, previously que 
‘ome, are wd 

Remember thatthe designations of commun and prefered mpl 9 noceskry cigs, 
pipes or itations ofthe shires so designated. Soc lative gh smut be ec 
ie cotract wath shareholders. corporation can crete anes of peered sas that 
eindstinguisable for cuenmun stares i vking ight dete Raho parca 
el (sited ay deers or distibuted pos guia). Likewise is pusable 
“ese elases of common shares that poses preferential phi, superioe to those of re 
Jd hares 


“SITEQUITY OR IS IT DEBT 
Yi probably aso can imagine on sue of prefered shares st is almuntindintingninale 
freabond sue Lets for nsatce, that prefered stares cal for ania es iden 


lr the comroet with prefered shareholders can he words such a way that directors 
-secomipelld o declare dividends eac year the compat is pofabe. For 9 prftabe 
‘onan, woud be dificult o draw the fine between his issue of preferred shires and 
Wh, [0-year boedisue. Even in moe lypcal station, prefered shares ae some bat 
Aywid secures -a ess netacen ext ant dt 

‘Sowa’ he slaty to deb seven mote obvious Suppose shares are mandatory 
‘eierale— dhe comsiny x bligated wo boy back the shacs a aspect Ture date The 
fit hat he company ts oligae to uy cash (or other aes) ao tec deter date 
‘nih fuuee makes his fupcal intramenttnkameon o sb A mandatory redeemable 
ami insrament ast be reported inthe balance sheet abi, aus sarchoes 
‘uy Kina, for instance, repre is mada edesable preferred shares 4 Ma 
‘iy ins 2004 haence sheet, 


The Concept of Par Value 


outer penal proce cede labeling dares as comm and prefemed) that has the 
Silicance ober than historia is assigning 4 par vale 10 stares Th soneept of pr vale 
‘Meshack a ara the concept of owing arrow bine. Par value orignal diated 
ofa vale of shares AIT shares were snd that pace 

ating the late 1h an euly 200hceatares many casos of sling share for ess than 
far ae—known as materedshares—receved peat Je! of sention and were the 45- 
‘Fa. number ef lass Investors ad creer costed that they elie on he pe 
‘ue a the permanent investment n the corporation an therefore net anets mus always 
eat ue tat amount, Noconly wus par vale acted he the amet vest by sha 
tle, but it also was detied ty early exporation vs ss the amu of et att ot 
‘mall for dntutin o shareholders (divers or ors) 

‘Many companies tegan turing to par value shares wih very low par valuee—often 
peuies—to escape the atte shares Habit of issuing shes blow an teary pa vale 
{alt inl the reictions on dnribuion. Tis practice common lay. 

Accoralants ad atoms have been aware for decade a rs pertain 4 par vale 
ta egal capital noon are howiderng ht ll tert safeguard rear rom 
peyments sarees. Actually othe extent that eer ure le to belive that hey aro 
‘ded pretection, they are mised Like the dexipnstion come and prefered shares, 
Ite coneeps of par value and egal capital have heen elated entirely from the Move 
Bases Corporation Act 


Seem eay ee et ant sm ma ma 


ard ent aed 


Mandatcty 
(edeewaile shares oe 
‘Gesed aston 


We hae nat 
Soe ron ont 
‘rperte oe 


Share with nmi 
festooay rid 
‘ioberane eeery 
bgt i 
(at aren 


rnc over and bios 


Many sates aleady have apted thee provisions of the Model Act But moses 
lished corporations sued shares prior o changes inthe site sxuies. Consequnty 
‘somponis have par value shares oustanding and comtinue wissve previously aut 
‘alte shares, The evolution wil Be grad othe sniper, mere mening provisions 
Mosel Act. 

Te the maim. accoamtants mast he iar with he outdated cance fpr wb 
‘egal capital inorder to properly recent an ej isto elated ofr vale shares 
‘hatreacon, noo the csewasoe in his chaper center arvana par value shares, Lares 
‘means only that proceeds fom aareholdery investment i lloate between stated 
‘eitiomal pin capt Ho aware, thous that the abscaceof archaic laws hal 
the creat of pur value shares, theye ts) tear eason wo do so. 


Accounting for the Issuance of Shares 


SHARES ISSUED FOR CASH 
‘When shares are sld for ensh, te capil stock acount (usually common o¢ prefered 
credited forthe amount representing state aoital When shares hay a desipated pac 
that amount dents stated capt ad is rede fo the stock accoant Proceeds in 

this amoant ate credited a pain capital excess of par 


eigen 


Eger Mig es 
ea 
cemed sated casita ond 
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SHARES ISSUED ON CREDIT 


Preincorporation Subscription Agreements. In tines pas, capital to Fimace 
‘venues ordinarily was ase by vain subscriptions for shares ofthe impendiw a 
ration. These pretacorporation subscription agreements typically specified hat the 
soriber would porchase «certain numer of shares if v specifi amount of venture 
was obtained, 

‘A lficul sue was determining whol if an. legal coarse the new company ha i 


subsciber defined. Tht ise seldom is eesunuered dy, Seale al federal las hat 
(quire elaborate procedures forthe repsfation of new steurtes make vbscript 
‘nts impractical for new ventures. Vestre financing by subserition is Wily an 

Df the past, Simple contracts to sell shares have replaced preineorporation 
greements 


‘Share Purchase Contracts and Stock Subscriptions. Aer ncurporaton, asus 
ton agreemont is a conrietbetwecn the sbscriber ante Corpration. When share a 
by share purchase contract. shares onary are so in exchange fora promise 
Frum the subscriber fn essence. the nhac» atc slim credit Recoing the soko 
‘modified nly by incu are vale or the penton ofthe selling pce mys wl 
For illusraion, assume the shares described in Mstaton 18-1 are sol by ham 
chase contract, With 60%: of the slling price to be received after six months. 


<= 


Reporting the Receivable. How should tho reecit- 
able be reported? Your ini espoose probably is that 
this accoumt i an ase, simile to accounts receivable. 


‘Why should the recelvabe be preclded fom being an 
saset merely Deca I exchanged for shares rather 
than sue? 

“We ea look tan infamous event in aesouning Nis: 
‘ory for u pennuaiveansver, For much of 2000 an the 
{int pat of 2001, Envun Corporation iavested Eager 
‘tock in (and comin Fon Sock 1) “special pre 
fos” thar were cou bs Enron. To record thse ia- 
‘eset and comune, Een debied pots reeiy- 
ale an relied sharers equity ms escrbed abve 
‘The problem though tht coated to Enron's collapse 
yas tar then repre se result a ine in Dh 
sssetsand shares’ egy, ereating a 312 bilon ss 

‘chad’ telly exist Emon eventually estate its sil satement, ering ts 

ons as an “accountng eror.™ Rules in place atthe ime prohibited soc accounting. 1o- 

‘fe, teceivale rom sung hares (an eet, but shuld be epotedu a reduetion 

‘i pilincaptal* Dow lndatnals pin capital maredsly fly he sack subneripton 

(Qered in Mustain 18-2, woud be reported by this approach 


Paitin capa 
‘Common rect 100.000 shares at $1 par $100 
Pik eaptal—encess of pat 700 
‘ent: Rocce rr share puichase commas 3) 


“etal pid capital 400 
Aeponing the recsivable asa coir equity acount resale in reporting tol pin capi- 
‘lon the extent hat eapitalaally Bas been counted This the prevalent practice. 


SHARES ISSUED FOR NONCASH CONSIDERATION 
Csasinlly, a ceapny might issues sates or enasideraion oe ha cash ts wot uo 
‘smmon ora new compny, et 0 establish reac cas ow 0 pay fx promesiona ana 
Teal srvkes with bars tater han with cash, Sizilay sares might be given in payment 
[land or lorequnent for seme oer sonst abet 

‘Even without arcsipt of eas 9 establish the i mart vale of the sare athe ime 
fie exchange, the vansaction tl shouldbe recorded af market Value. Best evidence 
lar market ae might be 

+ Aquted markt pre forthe stares 

“+ teling pres established ino recent sie shares for cat, 


Terie 
ete mama pty SP a ani a age wl ae 
SES ces acmnng nde foo 


—< 


Arecanable tom 
‘Sy seer wre 


share shou be nue | 
Seromnevaes 
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uusrenon 10-3 
Shares Sod for 
Noneadh 
Consideration 


The quoted rusher 
tice forthe saves 
(ed ught be he 
Eoetewdance of tae 
mie vale. 


‘roo he tal ang 
pice (5100 mio! 


Freel nin ond Usbien 


+ The amoont of eas dat would have heen pal ina eash purchase of the asset ot ei 
4 Aninvependent sppeisal of th value of he aiset reeled 
1 Ofheravaiable evidence 


Whichever evidence of fair marke value seats more clesty evident should ews? 
asration 18-3 demonstrates a stusion were the quoted market pric the bet e- 
‘dence of fats valor. 


i 
‘DuMfom Chemicals isues.1 milion att commen shares, 1 par per share n exchange ft 8 
‘custo bt factor for nhich no cash pice &evalobie. Teay’s eave of The Wal Steet ca 
tales Dutvont stock at S10 por share: 
[Sin miiond 
Property. pnt, sed equipment (Ymfion hates 2 810, or) 
Conan sock (li anne at 81 oa esate) 
Pash capta—aacese of pr iam 


‘urn f the separate market vale ofthe securities. OF cours, each then record lit 
‘market value: However, if only ne sects value ty known the second rece 
‘alu sintered from the ial selling price as demonstrated i Hlvsweon (8-1 


APE» sass 4 mition of ts common shares, $1 par er share, and milfon of orefeed 
‘hare, $10 pur for $100 lion Tou hue of The Wal Steet Journal ata APPS om 
‘mon 3510 per sha. Ther ene established market for the preered safes 


(Sinton) 
100 
a 


* 
a 
Es 


‘Corn stack ain ras» Sta) 
Paisin coptal—ences of par, common 
Drofred tock imston are = 0 pr) 
Paid coptalencss ofp proette. 


Because the shares sl for ara of $100 million, snd ihe market veo he 
share is Lowa to be S40 lion (millon * $10), he prefered shane ae tnfere 


eager meme eet en enc tec 
se een 
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SHARE ISSUE COSTS 
‘Whe cmyany sell shaes, it tans he ley, promotional, um accounting srvies ne: 

say to effect the sale. The cst of thee services reduces he ot proceeds om selling the Shar au cyte. 
ares. Since pain captal-excest ofp ered fr ihe excess athe proceeds ver Faucet cach 
Ihe par valee ofthe shares sol, the eet of sare nae cn is reduce te ammount ied. Groen from aaling 


[Siu ncuncfortsimpe onconpetg epic sean of S500 arse Sageeese 


price of $1775 per share the Duron Company, Inc, noted in sass suements> Ere 
"The proved othe een ster det all abocloed cost, wate $13.48] 000 of 
Sli. pr ely ned share” Darin etry reverie ale wa 


esrad er pei 
The ce ont 


‘should msc hat mo separ reporting sie oss ers rom howe ise costs ke intra debe 
reece. In hoptr 1d yo lene hat the ous eseacaed with debt aie aera a ete a3 
Inasepurmte db ste cost acco and amortized toexpens over the eo he dee. fHPanen of Barowing 
Tecan be anged that share tue costs and det new eins ae fundamentally deren. 
‘lew would argu thts det issue ay ied may ao, ike ee expense, det 
lye cess ae pr ofthe expense of amowing toms for tht period of time (eventhough 
Isrerded in separate expense account—dete su expe) Selling shares, onde her 
Ian epreseat pret ety interest. Dividend pa thot apa avesmen re not 
snoxpens: neither ae the com ong tha capital invest (hae a Smt). ik dyer sre 
Although expersing deb issue costs reseniy i euuired by GAAP, the FASB hus sup- nents ae ot on 
tain Concept Sttrmen 6 tht thve cont snl be tee the sare way t she awe "=P" 
fats That the recone arpout ofthe der wo he rec hy the debt a ai 
fad of recording the cost separately a a asec. Remembes. Dough tat concep tate 
Ines do oot construe GAAP, so until a ne FASE stasis sued supersede APE 
Opinio 2-thepresrbed practce so recat db ine osha ast a expe he a= 
oer de maniy OTe Bet. 


‘uation: Te satel’ equity seta of te balance see oF Naionl Fouls, WIA EXPANSION OF 


kel the flowing acct at Deceit M, 2008 Conronate 
= sharon’ Easy ‘Sinton Cartan | 
Pain capita 
‘Connon soc, 20 millon shares «$1 par si | 
ahi capabecen of pat, 26 
Retained eonnge 208 | 
Tota shareholders sey ssa0s 

Aeqes 


{Dating 2008, several wana affected! the sok if Kushal ds, Prepare the 

appropriate cies fr thew ever 

On Maret 11, National Foods Kt 10 milion ofits 9. pefeed shares, $1 par pee 
‘dace, for 4 por sare by ahae purse contac, SO ofthe welling pris Was 
{rived a thee of sak, five-year mote was rove fr the eae The shaves 
‘eet ssn ht hed in eserom unl the ade was pai 

Oa November 2, {million common shares $1 par pt shue. Were issued in exchange 
for eight labeling machines. Each machine was bul 9 custom speciation 50:00 
ct price Wag aval National Foal’ tock wise at $10 per share. 

«On November 2, | millon of he common shaes ans | milion prefered shares were 
‘old fr 60 ition The prefered sees bad mo ade sine Mah ind hee musket 


‘ale ras sera. 
— 


$08 SECTIONS Frei nnn rd tes 


2, Prepare the sharebolders equity section ofthe comparative balance sheets For N 
Foods at December 31,2005 and 2005, Assume tht et income for 2005 was 340 
‘nilion ad the only other ransction ffecting shorchalcers pity was the paymen: 
{he 9.2% dividend onthe 11 million prefered shares ($1 millon). 

SOLUTION 1. During 2005 several tansctons affected the wack of National Foods, Prepare the 
appropriate ences for these events 
| Or Mare 11, National Foods cold 0 million ofits prefered shares, $1 par pe 

{or $44 per share by share purchase comtact 


Sinn 
2m 
2m 


acetate ato 0 aon starr 8) pr po 0 
BETIS! pilin eapeat-exaneee pr preter. 3 
On Noverbr22, | milo common shaves, pr per share, were ue in 
for 8 labeling machines: 


Machinery tir value hares) ” 
‘Common stock mlon shares x pvp she) 
Paicsn cpital—eacen of pat core ton shares 9) 


‘© Op November 2, | milion of he emmon shares and | million preter sans 
sed for Si million: 


Sines the value of erly 


faeces ae ‘assuyeeenant Bae ro 
Spm the pafarsed” Common stk lin shares $1 per per share) oe. con 

Roa" market ive algun eptal—encoer of pat commen sesso seco sore 

[SSe/eharr wn Proferrad sock (niton shares = pr pat shure) ooo 
gved em the tout Pin eaptak exe of pac prefered) 


2, Prepare the sharcolilers equity section the comparative balance sheets for Naor 
Fads at December 31,2008 and 2008 


lance Shaet 
Shareholder! Equity fection) 
(5 inmfiong 
2008 
harsholders Bqulyy 
Frelened stock, 92%, $1 par 2005 $10 rikor +t rion sn 
Connon stock St par 105 $120 mir ~ 1 miton + 1 rien) 2 
Paige captahonens ofp preferred 
12005, $490 illon + 49m! co 
Paige capital ences of pa, common 
"2005 S036 milton + Plo 1 9 alone ast 
Ler: Reenivable Fam share purchase earvaet 20 
etal earn (2004 $1,449 mon + 00 mlion ~ 1 milion) 238 
Tot hareholders equity Hows 


a hi ssn tin mt Coctse Grinoppe 8 


Share Buybacks 


© 106 Inthe previous section we examined varios Ways stock might be ised Ia this sexton 
look at situations in which companies escquire shares previously sd. Most indie 


— 
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ges companies occasionally buy ck thir we shares. Many ave formal she == 
Furchse plans The medivaten often 9 suppor the marks price tthe shares. 


‘When. a company's management! eels he market price fits tock is undevalied, i may s- 
‘empto support the price by desressing the supply of sick inthe marketplace. A Jobson 
‘Wyohinsom announcement that it planed Yo yy back wp 58 billion oF is oistanding 
‘tare iggered a buying spree thal paste the sock pce up by more than 3 percent 

‘When annouscing plans wo reputetase up o $1 bilan o  sbares, Compu ebainan 
sie executive lier Michel Capellaseaplaine, "A ent price evel we blieve 
ira sock offers a tremendous investment opportunity or the company" Alb 
slay & company may attempt ic increase net ass by buying is sare ata low peice and 
‘oling team back ate ta igher rie, ha ivestnet ic viewed ayes, Sil, 
‘eases and decrees et assets rom tha activity nen eperied as ain ne oss in 
‘ie company’s income sotement.naess baying and sling is shares are transaction be 
‘nen the corporation and it osnes, analogous 1 eine sures aod then selling pre 
‘Say mused hes. You should pote the epaast elwees  cornpany's purchasing of 
‘vn shares an its purchasing of shes in unter corporation as an invest. 

‘Toh ot considered a ivexmen, the repurchase of haces often i jucio Use of 
-srpany’s cash, By erasing per share earings and supporing share pice, shareholders 
‘hae. When INM announced is second 835 bilflon buybuck oF common ick the sme 
‘ex, Mere Lynch Ca commented, “Think i reason use a eth, How mat t= 
‘extent oppartntes do they have ha com eta cox of eupal? They shoal he inest- 
‘ig ay pol, and Reyond that they shoud etm cash 0 the shareholders." 

“othe extent this strategy sfetive, a share buyback an be viewed asa wy to “is 
tnt” company profits witbou paying vidends, Capital ain rom any sock peice i= 
ear used ut Ler capital gine tut rates thn ordinary income wx aes on dividends, 

Perhaps the pdimary meiv aon for most stock epurchucs st abet te inctease i 
tres that outinay are. sed to employees under ane avr and sock option compen” 
‘aon propre. Micro's 2004 Gnancial saterents reported is stock buyback pro- 
(Gem dsighed wo fet dhe effec fits stock optioa and wack purchase plans as sbowa in 
Getic 1. 


| 
| 
‘Silry shares might be reasyuired to inibue in esock vend propose mens 
vasa defense against a hone takeonen™ | 
Whatever the renin shares ore repurchase, a cumpany bas chance of howto acct 
ft buyback: 
1 The shares cate formally stir 
2 The shares can be called reas sock. | 
| 


Uafotnstely the choice |x ot dictated by the nature of tbe buybeck, but by practical 


rotations of te omypany. 


ecg the hace 
Nemporay” dots 


ran nent ard iin 


‘SHARES FORMALLY RETIRED OR VIEWED AS TREASURY STOCK 
‘When a corporation retires is own shuts, hve shure sume the Same sai as ae 
‘but onissed sbares, jst the sate a sey never had been issued. We sa cairo dhe 
‘ape that when shares are sod, both cas (usually) and shareholders equity ate incre 
‘the company beconnes large. Converse. whan ash is paid to retire stock, th effect 16 
decrease both cash and shareholders’ equity; the size ofthe compa erally srk 

‘Dut of tradition and for practical exons, companies sly Feacie dane 
‘ly issues stock without formally retvng thea Shares repurchased aa wo eked 
Teferred was ieasiry stock, Becsuue cose quired shares are exsetilly the re a 
‘tha ever were niu sal, weusuty shares have no Yong rights nce do they receiv i 
ends. Like the concepts of par value aid legal capital, the concept of teasury hares 
longer recognized is mot state sates," Some companies in fat, are shiminaig 
sary shares from Ter Fnaneialsatemes compara tute are monerized 


ACCOUNTING FOR RETIRED SHARES 
‘When shares ae formally retired, we should reduce precisely the same accounts ta 
ously were imereaed when the shares vere old, namely. common (or prefered ch 
‘pud-incaptalexcess of par. The fst column of Mlostration TBS demonstrates hi 
ppachin capital—escess of par aceruat shows blac of $900 milion shi the 


Anetican Seviconductors bale eet clic the fellonirg: 


‘sherahelders Sepity Sinmtors) 
‘Garon soc 100 milion shares 2¢ 1 por 5 100 
Poidn capital ences of por 200 
Pailin coptalhare repurchase 2 
Retained earings 2000 


Retirement 
Resequicad 1 min ott sommon shaves 


{Gate 1: Shares repurchased at 57 per shore 
Gonmon sock 1 pat <treiton are = 1 Thetury stock (am... 
Paid caial—encons of por 

(Beer shered sooo 

Pachin captat—share 
‘ference 


on 


(Cave 2: Shares repurchased 2t $13 per share 
Common ch St par =) millon ete) 
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swck account shows a balance of $100 milion, Thus tbe 0 milion outeanding shes 
i for an tverage of $9 per share above pare Sl pr shoes Come 
‘pen, hen | milion shares are retired (egarew ofthe fetrement peice), American 
‘SEmicondncn shold dues is common stock acon! SI per sre an ts pobn 
<aptal—exess fpr by 8 per share. Another wa view ths reductions ha becabe 1% 
‘ie shares ae tod, both stare account balances (em sunk an palin capita — 
‘4 of pa) ate rice by 1% 
How wee deference Berm te cash pid wo buy Ye shares and te acute 
‘aes oily so fr aman ei cmon stock nd pad capital—eacess of 
‘be depemison wheter the cash pide es tha the ois ast price (ret irene) 
{ihe cas pod is more than the anginal ke pice eb erence) 
1. ta ce difeence in exeted asin Case | of Wlaseaion 18-8), we cet pain 
‘apa share repurchase 

2 Heb frome sera Case 2 of Tisai 18-8). we dei padi 
‘apial—state repute, buc only if ha oecoun aledy has a eet lane. 
Cticrwis, we dei retained earings. (Rucing the scant beyond is previous 
‘balance would cteate «negative balace) 


Wy ie iin apt ened in Ce 1 ad stn canis debited in Case 27 The = 
syerlies nthe fact tat he payments made by acosporatin 9 eyarhave sow Share ae 
baton of cororte wets to sharetoldors 

TnCase I, only $7 milion dntibteto shareholders toes sorestha cgay po 
Ye $10 mon of pan epi. Thus, sore of he vii! investment (83 millon i his 
se) remains nis beled pau caro —share repurchase 

Tn Case 2, pore ca ($13 lions dst w shareers 1 er shares than ors 
sully was paid in The amount pan compises the erga investment of $10 lion foe 
‘te dures being vets! pls $2 milion of pun capil crete by previous repurchase 
sanzetions—S12 milion toa. Thien milion sretimed fo sharcholders. The ational 
Stmlion pi vied asa ividend om the sarcholeravésient a hae a ed 
‘ion of retained earnings" 


ACCOUNTING FOR TREASURY STOCK 
‘We view the purchase of ueasury stock asa temporary sedition of shareholders equ 
soe severed later when the treasury stock ie reold. The cos of auling dhe sizes 
“ienperly dete te the wean sik acevo (second olan of Hata 1-3) 

asin the fle pei darter’ ety acct dye nl ae be 
bees reise. In he eae, he shares sme te ictal ats we sass 
turer af beng nether unset nor oustanding. Efectivly. we consider the purchase of 
‘easy stock an is subsequent resale wo "single wanton.” 


= i 


Balance Shoot Effect. Ferny rerny sare etree balance in bah the Come 
‘eon ck accu ancl Pain capal—escenn of par wit te balances mC ae 


=— 
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boon ifthe shares never hal been ase al. As discussed above any net increase in 
revuling fromm the sale snd subsequent repurchase is relied Pi- eapial—share 
‘purchase, On ite other hand, uny nec decrease in assets tesltng from the ae and 
‘quent repurchase reflected asa reduction in rtzned earnings 


Acourtog— 
Subsequent Sale J osm 


Been 


OSHS chpmsnenes aes pene 
Fvelaenarieem enn ertenerer 
sragetn | Sinan eaattees ap 
tereecyaon desi 
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of that retuned earings may he debited i a eavery sink ramsaction, ht wt cred 
ed. Also notice tat wansactions involving \easrystek have no Impact om fhe TOME 
‘teimont This few he reasoning discs eri tha a =ypaton’s ying 20d sl 
[ga ts on sharos ue aartion between the corporation ss owners and a0 par 


Simations Te sarees iy recton of the balance shit of National Foods, fen 
lao he folowing account at Decerber 31,2008. 
Strole? Hay (Ginter 
Pain ae 
Faidincptal-cxcer ef pa pterad 
Pin cpta—nsear ol pa cron 
eer arabe om ae rhe ot 
el coring 


engin 
Nona Foods eacqired common shares ring 200 an sk shares in to seperate 
ansctions ier tha year. Prepare the entries fo both the purchase and ubseque sale 
‘tare ring 28 asim hs he snes were 0) rand) connie oe 
eau mock 
Nato] Foods purchased 6 milion shares at S10 per sure, 
Natal Foods sold 2 milion shares 12 per shire 
«National Foods soll 2 milion share at $7 per shure 
4. Psp the shureholen” equity seston of National Fos hale sheet at December 
7006, assuming the stares were bol (x) retired and (b) viewed ax teary stock. 
‘Neincome for 2006 was $400 mulion, ad prefeme shackles were paid St milion 
co dvends 
3, Natal Foods reaeauired common shares dung 2006 and so shares in two separate 
‘amastons ltr dat ea Prep the ens for both Ue pacha and ubseque sale 
shares rin 206 aug tha he aes were (a) es aml () ears tobe 
aur lock 
Rational Fos pce 6 ion shares at 10 per sare 
Reteemant i lions) “restury Steck ($n mito) 
rani so 
Temilen see S10. 6 
: Soe 


nr eangs to blr 
cn 


‘Taeasuny Stock. 


Sownon 


om 


secnona 


#108 


Franc ements an ible 


bs. Notional Food sold 2 milion shares st $12 per shares ($n milions) 


ath Jorrunierg dt Sean re 
‘Coneon ook 2 see 
‘inilion shares $1, (Zion shaver > $10). 
Paid captabences of par 22 Paidineapial— 
"wacoured shares 
«6 National Fos sok! 2 million shows 27 per share: nitions) 


1 SE ote be i 
Pan captal— 
sR remegatedshares cscs 
12 Recanad caning 
(Bedale enna 
Afeeury stock 
edton shares x $10) 


2. Prepare the sharehokes' equity section af National Foods" balance shee t Dessmabee 
51,2006, assuming the shazes were oa a) retired and (b) viewed teabiy sock 


ite teat sear n tC ne Ea pan 


RETAINED EARNINGS 


Characteristics of Retained Earnings 


Inte revi section we examined insted capital. Now we esd cured ait 
‘rane caine. in general rane earning epee a coportn 
tbe et inci rl) a Seni ye 
tcinveved eating. Acre balance in is count indstes x la rn of at 
‘ety eae hy thee bt aot Bist vided hashes Wel 
dei fons in Fane earings as ee. 

“ou a inthe prevou ecton ht Te Bybck of shares as wl as he eae 
sry sae in some sass} ean deren etaned caring, We examine th eft 
earnings of dividends end stock splits in his section, 

=> 


Dividends 

‘Storebolders ial iavesuect ia corporation ae epee ty axnouns ep as 
tin capital. One ws copeation provider eur = sarc om the ast 
Ines iso pay the a vided typaly cash * 

‘Diobends are dsibubons of ass the company has card ea hal 8 sharcho- 
sven epi that exevod the aun of esc aera My the oman, hen Ma 
ements eet, etaring to shareholder 9 potion of thi investment, ther than 
‘poding tem atu om aves. Somos compan ve Paine earings se 
Sncunt valle fr diving.” 


LUOUIDATING DIVIDEND 
Unvovval inance in whch ainidend exces the lance tained earings the excess 
ieee to as iqidating dividend because sone ofthe vested capa sein Hig 
“aa Tis might eceur whon s corporation sein dissolved awe at abject 0 5 
ern elim hy crit) ae dstmbued to charcholder. ny porto ofa dividend not 
‘eysening eUsuibution of earings should be debited fo won pald-n capt rater 
th ana earings. 


RETAINED EARNINGS RESTRICTIONS 
‘Smotine the amo! ata for dies prpesely sae by management Ar 
Shictonof retained earnings designates a portion 9 the hale in tained eangs abe 
[ep wnumalale for dividends A compony might restrict retined caning v0. diene 
‘Neggement nero te withhold Toe same pails puss the ast ropesonted Wy that 
‘un ofthe retained earnings blancs, For example, marsement mig anticipate he 
Ya ota specific aout of asset in upcoming yea fo ejay a maturing db teaver 2 
‘lige Toss, or te Finance expansion ofthe faite. Be sve to wnersand hat the = 
Stiction elf dacs not state cash foe the designed eat bt merely communicates 
“Sicgernen's tet nt iste the sae aot advan 

‘Neston of retained earings normally is ndicte by dsclosare net 0 the fran 
él tate Althongh instances aera oral journal ry my be wed relay 
pono f reine eaming oun “appropriated” retuned earings account. 


‘CASH DIVIDENDS 
‘You leu in Chapter a paying interest fo ceiens 
‘saconractaloiiation. Nosh eel oigtion exist 
for paying dividends to shteholers Tabi i 
recorded uni company's oar cet votes de 
Slave wavkend tn practice, cheap, eopoxans o 
‘ayy to muni tle dividend putern ove ime 
"Wheh drtory delate cath dividend, we reduce = 
‘ain earings ad seers abi. Befve te payment 
ually can he made, isting sna he assembled of 
“Iharchoersemitled to reser the dividend A spite 
“at tated a to when the determination silt be made 
‘ofthe recipies ofthe dnd, This dat scaled he 
‘due of rua. Regsiere! owner f ares of sack 9 
‘hs dat ar ete to recive the videndever thes 
fell bse shares prio to the atu cas paymeat. Tobe & 
Jeieratepama naire ster molar yet sii re in 
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pease 


ha declaration 
ite, retaned 


ns 


Registered sarers of 
| Share on he ate oF 

tocar are ein 

‘ecsiv the Side 


Te fa art vale 


atrbuted the 
‘mount roca ter 8 
property den 


Fran neemont nd bite 


‘registeed owner of shares on the dae of yee, a hvesior must purchase dhe srs bene 
the ecaividend date. This date usually is two business Gays Before the date of rested 


‘Shares purchased on or after that date a purchased ex dividend —withou the gh re 
ceive the declared dividend. As a result, soe market price ofa share typically wl diay 
‘the mou ofthe dividend, alex hing being equal, on the ex-dvidend date, Consider 
‘Mlstation 18-7. 


Ascent balance in retained earnings permits a dividend tobe declxed 
tboogh, that weaned exmnings isa sharers! equity account repeesating dll 
fom assets in general. bat not om any specific asset in particular, Sufficient rete 
‘doesnot ens slficient cash wo me puyment. These are wo separate AccOUNs RIE 


‘his simply’ means tat sufficient cases previously have booa earned 9 pay th Wy 
‘without eturning invested asters to sharebolders. 


PROPERTY DIVIDENDS 
‘Because cash s the asset most easily divided snd dstbuted to sharcholers, most 
sdividends are cas dividends. In concep though, any asset can be dsubuled 1 
holders m2 dividend. When a noncas set i dsrbuted tx referred to 252 
‘dividend often alle a dividend in in) 

1h) 2004, MobilePro Corp. declared \ its shareholders property divisen in 
‘STI stek hat MobilePo was holding an investment. Secures held ak investi 


‘ed, Tes may requite revaluing the ast o fui market value prior to recording he 
‘en If, a gino los i recognized fe the difference terween took value aa 
‘value. Tis is demonstrated in Hustation 18-8 on the neat page 


Stock Dividends and Splits 
STOCK DIVIDENDS 


Alo, bocause cach sharchokler receives he same percentage increas in bates 
er’ propetionl intrest in (percentage ovinership of) the firm rermaias unchanged. 


—=— 


iy ems he recasaed by reducing one oc ore shatehol equity accounts and ee 
creasing one oF ore paid-in capil secur. The arrount ecasified depends 
‘bev ofthe ook diedeod. Fra sal tock vido ically less hap 25%, te fit 


tat valu ofthe atonal dharesdisbuted i asf fom retained earings 0 
tin Capital x demonsire i Ilsteatin 18-9 


‘hes ate time ofthe HOF stock dividend, you woud rece've an IIs. Since each 
‘ont $12, would you benefit by $12 when you ceive the alton share fom Craft? Of 
ase no I he vale of each share were to emain 312 whe the 10 milion new sates ae 


ree ena re pn ng me rent nt inf i Rh 
ist tray fovea arn aes Ace ey Gog ee Po poe 
Seed Satin nic otivomnon eo toutes cam 


—- 


“A corporation cannot increas its mar\ot vale simly by astibuting sdaonal ek 
tiem Because all shareholder roceve the samo percentage inerease in thet 
holdings you. and all oer sharcholde, sti woold owa the sme peweentage of te 
pany as before the distribution. Aecendngly the per shave value of your shares shal 
‘line rom $1240 $1091 so that your 1) shares woul be worth $120—preciely wht 
10 shares were worth prior the stock dividend, Any alle ofthe sick pice w actly 
_sdust in proportion io the atonal shares issued probably Would be due to iermstian 
‘thor than the disirbution reaching sharchollees atthe same time. 

“Then, what justification is there for wecoding the skliional shares a marks vl? 
194% (and reaffirmed in 1953), aceouing rulemakers felt that many sharia 
deceived by smal stock dividends, believing they benett by the marke value f thet id 
‘onal shares. © Furtnermore they erroneoosty fl that hese individual bit ae colt 
‘fete in the tock market by per shar pices that remain wnchanged by s10ck dh 
‘Comequcrly, their prescribed aecountng treatment a fedace read carvings by 
‘sume ammount as if cash divitends were paid equal io the musket value of the shares kod 

"Tis ebwoete reasoning i nconsiten. with oar cuir conclusion tat the mathe 
per share wil destine in approximate prpetion othe incense in the numberof 
{mbuted, Our intuitive canelasion s suport ale by Formal research 

[Besides being based on fllacious reasoning. accountng fo sock dividends by 
seelassifyag “eared” capital as “iavesod” capital confit wit the reporting bec 
‘sporting sharebolders' equity by source. Despite these limitations, tis outdated ae 


“chy do companies delare them? Ocean 
Company tes 1 give shareholders the isin tha they are roosting areal divider, 
‘Another reason ts merely to enable the corporation o take advantage othe accel 
counting practice of capitalizing resins earnings. Specifically. » company’ iz mi 
Tower an existing balance in feaind ea-sings—aherwise available for ean divides 
ican reinvest the eared assets repressed by tha balance withoot crying age 
fn retained earnings, 


STOCK sPUTS 
“A Treqoco ean for easing sock dyn is actly induce the pe are matt 
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A eck diribution of 254 or higher, aug often call) a “are” stk did yA ge sec idend 
rorcofenwlered ty as astock pt Thus IME dock dvuend could be labeled 2 toe sos stock 
foe stock sit Conceoaal the proper necuing 
Ireatment of soe dvsend ora stock spi 0 make 
‘nu ouraleniry,aoiding be relation of erred 
‘api assed capi Ths, fick isthe reseibed 
{ecouoting treatment for stock spi 
“Since the sme commen sick sccount balance ta 
pur) reprsents twice as many sarc, the ar valve per 
‘Share sould te ede! by une-tal. tate previous 
‘vaunple if he par ess 1 per sare befre the sce 
Sisto, then wer ts 2-1 sock pli he pa 


the sgck distin lee fous soc pi of. 
Jest the form of ase dividend, Simply 300k 
liven An hat ease, Joural eax increases the 
‘omsion stock account by he par vale oF the ad 
ional shares, To avi seducing vetned earings i 
‘hese instances, most companies rece (debit) pain 
aptal—easess nf par offset the net a eosamon, 
Stock (tuscan 18-10), 


en tat hsm solely crc seve captal Some comp 
ies ough, chow debit retained earings instead 


Shani: Corporation deseribed its recent sek split disclose Hoes as shown i 
‘Genie 18-7. 


Se sitecteat some ttt en i Oh He 
tnonng sf ceuprmpscine teagan ik gt th ei a 
SS CEASS aa mony Re oe oh 
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Gearmc 18-7 
Stock Sp 
Discdosire—Symantec 
Corporation 


Cash payments rudy 
Semaceuber 
horas are 
rede actions 
SF share 


seal rar ae bin 


Reverse Stock Split. A reverse stock split occurs when a company decreases, 
than increases, ts outstanding shares. Aer a I-fr-t reverse Mock split for exam, 
tnllon shares SU par pet share, world become 25 wallion dace, 4 fr per share. Nop 
Il ent is necessary Of courve the mikot price per shatetheeweticaly woul 
which usually is the mogation for declaring a reverse stock spit Companies dha 
split hei shares frequently ate string companies trying to accomplish wit the 
‘What the market has Boen uowilling to do-—inerease the sock price 


Fractional Shares, Typically a stock dividend or stock spit esl in some. 
of being ented Yo Fractions of whole shares For example, sf « company dela 
‘eek dividend, 07 equivalently 2 for stock spit shareholder owning I shares 
beret to 2% shares Another shate er with 1S shares would be entitle 3 
‘Cash payments usually are made jo wateholders fr fevetonal shares he 
\deseibed above, fo instance, if the markt pice at declaration is $12 per shar, he 
holder with 15 shares would receive 3 adional shes an $9 In ash (S122 0. 


DECISION MAKERS’ PERSPECTIVE 


Profitability the key to 8 company’s logan survival. A summary measure of pu 
9 often use by investor ant pokes ‘avestor, parc oll cot sacle is 

retien on shareholders’ equity. This rath measures the ably of company manegeett 

enerae net income from te resources Hat owners provide. The ati ie computed 

Ing nat income by avernge sbaeholders equity. A variation ofthis rato often is ase 

‘2 company has both prefer and common sock custanding. The return to cons 

holders" equity i caeaed hy subtracting divides to prefered fm 

Imeralor ara ing average comencn sha holler exit a the denominator. The me 

‘ato focuses on the profits penerted on he sets proved by corm sharelkder 

Aktough th rato i useful when evaluating the effectiveness of management ice 

ing rsourees provided by owner, analy must be earful ao to view tin solaon 

‘ot considering bow te ratio derived. Kosp in mind that sharcholdrs exit 

‘ofthe book value of equity. equivalent te the book val f net assets. Book val 

{juckly become out of ine with market ales. An ase book value usualy egal 

Het value om the Jae i's purchased; theo arent necessarily the same afer tht 

Teny, tbe market value ofa share of sock (or of total shareholder’ equ) us 
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eet trom its ook vale. Ax result to suplement he stro sharcholers egy 
‘sia alts often ost earnings 


(coe ewept par shrs mou 

‘ale 

et come 

Corre see 

Property plan, aed sapien) 
Tol amet 

Curent bie 

Langs abs 

Prin capita 

Retin arnings 
Unites an sharholders equity 

‘Share castanciog 

‘oe price average 


‘Tne 2008 return on shareholder” equity is compu by dsiding et income hy average 
Solder equi 


‘5125 + Ss00 + 52092] = 28.1 


‘The caine ratios the earings pe shat vide Uh markt price per share: 


‘Eaming: per share (2006) = 5125 ~ 50 = $280 
songs wie rato ~ $2.50 + 4250 3.0% 


Obviously he retuen om the markt al of eat is much owe than on the book vane 
Wout Ts points ou te importance of lookiag at more tn a ingle at when mig 
Aisin. Wile 23.14 may seem Uke a desabe eur, 5° i bot nealy wo aati 
[Binpaes olen exypas.ze the rer on sharchol dey aus tele anual reports Alen 
inet eld not accep this measure of acevement a face value. For sore companies 
thse meaningtol meatwe of performance; bu for hes he ark ased eto meas 
‘nos, pariculryfor mature frm Whore oo yl and mart vai are moe diverse 
‘Daiions managors mas with reg ny sharehoulr city ramsactions ea pm 
aly race the eur wo shure. For example, when company buys back shares of 
no tok he eto sharers equity woes up, Netscoe i ved bya sles 
tact of shoreeldes' ity. On the ocr hem the sare bashack ines ane, eins 
ereoumes avaible care netinceme nthe Ire. So, mater a wel we ted 
{lyas mascareflly consider the decision to reacire shares night ofthe ere eco 
‘nmi envioament, he firm's investment oppose cost of capital to decide 
‘Suter suc a uansoeton sin he lng ty Boe ater of oer 

‘The decision o pay divided requires similar eonsiderions. When earnings we high, 
_westreolder ber of rceving substantial cus divide having management ea 
‘este funds to finance fre eth (ad fate Uiadendn)* The anes of cours, 
Spent onthe particular caeuistances involved. Dvalend tecisone should elles ah 
‘ail statogy concerning the mi of inter vers extemal ingncing,aeralive vest 
tet opportunites, aad industry conditions. High dividends fen are found in mature 
‘rds and lw viens io prot nde 


‘cerword Dsributr has pall qUriery cosh dvderds since | 97. The dnd 

Stenly creased fom $25 per sre (othe latest dnd delaraion of $3.09 | 
‘hare. The boot of directors sean to continue this tend despite the foetal 
crus fel sgnicatty daring recent months as & est of marsening cconari cond 
tions and increase competition The conmpary four ad member af the boo! penn 
‘solution, He vuggests a 5 stock vent In lew Of 4 ean Uidend ta be amped 
ly he owing pres mune: 

“me of cur regu $3.00 per share cash dhvdend, Interwod wil dstrbute 2 tok 
vend on ts common shares. current trang at 40 per shar. Changing the for oe 
See wl permit the Company to ist ava cash resources tothe moderation 
‘Physic atin preparation for eameting i the 21st eet" 

What gn think? 


Chanaes In ‘Situation: The shareholders’ equity section ofthe balanee sheet of National Foods Ie 
RETAINED sluded th Following accounts at Dacemer 31, 2006: 
— ‘Sharoheider’ Equity 

Padi capa 


Pretned th, 909% 11 mlb chao 5) pat 
Pin captabeacesol pa pete 
Pein apa aicet fr concn 
Le Reale fom sare poche contract 
fetined cores 
‘Femur stock el x2 ren sh 
‘Wal nia iy 


Ragultad 
1, During 2007, seveal events and tanssctions fected the reained earings of Neal 
Foods. Prepare the appropriate entre for thee evens. i 
4 On March 1, the hoard of ditelor declared a cash dividend ot Spo bat ci 
‘illion oustanding shares (122 milion ~ 2 millon treasury shares, payahe 
3 tn shareboers of recor Marc 1 
|, Ou Mach 5, the boas! of directs declare pwopeny dividend of 120 


‘et (book valve: $900 milion). The swvestmentshaos had afr market value 
Der share and vers distributed Mesh 30 to sharsholdcrs of cord Marc 1S, 

. On April 2,4 3for2 stock spit was declared and distributed. The stock spit 
Fete in the form of 2 509 stock siviend. The marke! value of the SI par 
‘Mock was $20 por share, ; 

44. On October 13; 105 common stick dividend was declared and distate when te 
‘market val ofthe $1 pa common stock was $12 pee she, Frectondl shar 
{nillion equivalent whole shares voce paid in cas. 

6 On December I the boar of directs declare the 9 0944 cash ive othe 
ho preferred shares. payahle on December 74 shareholder of record Decenbe I 

2 Prepare sateen of sehokiers’ sly fo National Foods reporting the ang 
shateoides' equity accounts Foe 200%, 2008, and 2007. Refer tothe previous Wo 

‘Concept Reviews i this chapcr For the 2008 and 2006 changes. For 2006, asunek 

shares were acquired as treasury sc. Abo, lok back othe satement of | 

shareholder eat in Grn 18-4 on page 9 forthe oat cf he stem 

‘Asai thal mince for 2007 i $223 lion 


— 
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| Dang 2007 several events a anectone fected thers earnings of Nation) 
rods Prepare the appropri nis fr these evens 
1 Cash dividend of 1 forse of is (20 lion ntsending cmon shes (122 
rion ~ 2 milion teasuy shares, payable ow Api 31) shares of cord 
March 1 (Note Dividends are" pal on tnasury share) 


Mure 9—Dedaraton Date Sinritiony 
feu eae ‘ 2 
‘Cah dire papa /2O ri ses tae) 0 
Mach 11—Dat of Record 
Reerey 
re) 
arch S—Dedaatan Date Sin mioreh 
[veaont in Kroger common stock. a 
“ivan spprscaton of resent 4366 — a). © 
Fecied eine rl of ane ibe ctr) 
‘oper dec yale ieee 0 
0 
i I ou 
«32 scp eee in the frm ofa 3H ek dont 
Sinmifon 
ata 
Fc raptal—encen of pa te “© 
‘Conon tock A mien srr a 5 pa gar are © 


4.10% common sioxk dividnd—fractonal share ight or | lin svat whale 
shure: 


Sinmitens) 
ber 13 
{tnd eins (8 iin share 4812 percha. -- Er 
‘Comer sock 7 insert St pr pre). 7 
Padi capalenca of par 
Ti? nen shaw ot 1 prs stove pt - 1 
{rah nn shoes 8 S12 erat pre pera ne 


= 008 cash dividend onthe 1 millon profero share, payable oa Dees 2 0 
sharers of rend December 


inion) 


Sowmon 


mato tee ap 
‘hes manana 


Th Hoi soe 
Sheree ae sate 
othctholere 


‘ines sy ag 6 


‘so iden 
cearatre Sr2 
Soaene 


Te $92 fe mat 
‘hres eae 


Patera hares 
pei pcering ay 
pone 
retorted pat vue 
{54 on ida 
ceded 


Trees ae the 
‘Conempt Review 
Erase apart of 
ponte Epi 


2. Prepare statement of shareholders uly for Natonal Foods reponting the 
sareoers equity accounts for 2095, 2006, and 2007, 


NATIONAL FOODS 
statement ot Shoroidere’ Equity 
For the ars Ended December 31, 2007, 2006, and 2005, 
(simon cehabla 
on 
Addons share seer 
rte Corman Padi Pace Retained Steck 
7 ‘toc “Sc” Copal Csntoct fomings (ese 
“ictpetemdswes 1D) 
‘ped sare Ae 
Pirsig “ 
Cohdrdemds erfered Be et a 
auneem Cuconterst os TT Tan 7 
urns el wana share to 
Sa of weary Soren ‘ » 
Se of est) oren o 2 2 
Netroone “ 
‘Co vend etre ~ 1 festenpeaal 
Saree Coco 3 306 7 im mm ts & G 
‘Cah dna coro 8 
rope dandy eon 69, 
iad aitefecedn te 
Yormot eck end or 
seek tend a 
Saint a Cocos aor Taw 
SOLUTION 


1. Do you think the stock price inerease is related to Temple-oland’s share 
plan? (p.909) Te toc rice increase probaly seated to Tempe- Ind’ buted 
The marketplace realizes that decreasing the supply of shares suppors the pice 2 
ing sates However, the purchase f shots fat necessarily the best wa 
‘cash Whee fm the sarees” best interests depends on what other 
the company has forthe ash avai. 

2, What are Temple-Inane’s choices In accounting forthe share reprchste 
‘When corporation eacquires its own shares, those shares assume the same sua 
sized ba unbsued shares jot ft never had ben sued However ese 
Irarseetdin, compan. can choos Deen two acount alternate ere 
lng he [scent Tor theses pureed a tess Sloe Hac 
{nan uses ternative ( 

13, What effect does the quarter cash gividend of 45 cents share have on 
lands osets? its Wabities? Its sharcholdes' equity? ip. 215). Each quarter wer 
‘rs declare a ca dena, retained camings ae reduced ond = Laity sre 


a 
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ty is poi with ash on the sym date So the net eect 9 dereasin Teme 
land ass and ts sarees ety. The effect on hes tempore 


{0-make no jural en Hewever sce Temple eon rete to te stock dtrbuson 25 3 
‘Stock spt tected in the orm a ast den jours! etry would reas he em 
‘non sc account Oe pr valve of he aon sates rd woul rece pad 9 eap- 
|ohreves of par Ths merely moves amu rom une yore uf sarees eau to 
{ihe Rests of he acing ett these ra chug Tempel sets, 


‘toes or oa shareheliew equity 


The BorTTom LIne 


1. Stareoler equity isthe owner’ residual mere ina corporation's anes Ie arses 
marly frm (1) amen vente shacholier afd(2) aman ene byte ee 
oration on beta fits sharks. Thee are rept 2 (1) pan capital (2) 
fae earnings. statema of sarelders eat reps the soc of We changes 

‘inal sharholes euty aceo 

Cmnpechensive tome encompetes al changes in cy excep theca by a= 

{tions wath owners (uke dividends and the seo prhss= of shares) I eles wa 

‘vot mt sci as wll thr eorgrenense mere 

5 Shares old by sare parchase contrac neste son ret. Share wl or com 
‘drain ther than cas (muy services ara moncash at) sould eroded tthe 
‘a markt value ofthe shares ofthe noncashconsiderion, whichover seems more 
early evidet. 

4 When a corporon ees povowly fssued shares dhne share sume he se stats 
s-aubodiaed but uissed shares—jus dhe saa I they had eve ben sued. Py 
‘tens made vo ee shares are viewed us dsiibuen of epee 0 shee. 

5, When aque shares ae viewed as weasury stock. the costo gui the shares 
‘eapuraly debited tothe Weasury sock accom. Recording the effets on specie 
Shuredees’equlyaccouts s delayed unl ater whe te shane ae Fea. 

Retained carniogs represen in geeral, a conpeeaton's accumu, untrbated or 
seomvesed net nese (or et los), Destin of earn asets ae dient 

7) Mos corporate didende sepa in cash. When a nonicash asst sed i 
{ered a propty dividend. The fur marks valae ofthe ose ta be deme is 
‘he amount recorded fore popen dividend 
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SHARE-BASED COMPENSATION. 


Employee compensation plans fraquerty itcude share-based awards, These maybe 
right avands of shares, sock options or cash payments tied to the markt price of 
Sometimes only key executives pariciale ina sock bei plan. Typically, an 
“Simpsneaion plan tie to performance in «state thal wses vom penal 
Fecipients, Some fins pay ter daectonseniely bn shares. Actus! eoxapenstion 
tn the market ville of te shares, Obviously, that's quite an iceative to at inthe best 
tse of shareholders 

‘Although the variations of share-hased compensation plans are weemingl ender 
‘ares common goals. Whether the pla is sock award pan, a tock option pan 
appreciation righ (SAM) plan. cr cme of the seyerl similar plans, the goals et 
Compensiton to designated employes. while sometimes providing those exployers 
Some sort of performance incemive. Likewise, cur poal in accounting fr each 
fps are the sume foreach: (1) w determine te fir yalue of te compensation and) 
expense tit compensation aver dh periods in which prtitpants perform services 
Sue 3 pot tnvial. The median total comeasation of chet executives ofthe 188 lant 
Tasincsies, including sy, hone, event vale a tock options, long-term noe 
yon atthe wale f enticed loch tt ane of ran, wae $64 eile 2003 


Stock Award Plans 


Executive compensation sometimes includes a grant of shares of stock. Usually, ich 
aro resricted in sucha way as to provide sors incenaveto the rcipint. Typical 
stock award plans are ed to contioued empioyment-In a restricted stock pans 

ally are awarded i the name othe employee, ahough the company ight retain 
possession of the shares, The employee as all ight of a sharcholde, subject 
Sttions o forse. Ordinarily he shares are subject forfeiture by the employee 
ployment is trmiated viii some specified number of years from te date of rt. 
‘employee usually i ot fee fo sell te shares during the estniction period aod a 

‘that effect often seri on the toc certificates, These retritions eve thee 
Incemive wo remain withthe company il right te the shares ves. Graphic 19-1 
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ss previously made Would simply be reersod. This Would sat na decrease n compen 
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vans then allocated over the remaining ervice peri. 


Stock Option Plans 


ove commonly erployees neat scully awarded hates, tthe are given the aption 
‘ohy shares the fare: la fact, stock vptions have bean an inegal pat of the tl 
enypenation package for key oer: of most medium apd large companics” As wih any 
‘cepensition plan, th acsoumting objective isto report eomipenstion expense ding the 
cod of sevice fr which the compensation spins. 
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EXPENSE—THE GREAT DEBATE 
‘Stock option plans aive employees he option o purchase (a) a specified number of shes 
the firm's sock, (b) ata specie peice, c) during a wpeciied pen of time, One of em 


istorically, pins Rave been measured at thel intrinsie values— the simp i 
between the masher prise of he shares snd Lhe opin price af which hey et be 
‘For istance, an optian that permits an employee to buy $25 stock for $10 has at 
value of SS. However, plas in which hs exeteise price equals the market vale of ie 
derlying stock atthe date of grant which derbies most executive stock option plas) hi 
ric val and herefore rest ice esmnperation when mesure hs Woy ee 
though the fai value f the sions ea be quite significant. About hal ofthe chi 
tives of the largest US. compunies shes i sock options in 2000 fora median pn 
$8.7 million. fn 2000. Citigroup's charman Sanford Weill exercised enough sock 
to realize aprtax prot of $198 mili fom sling shares. To many I soem co 
itive to note ognize compensation expense foe plans that routinely provide executes 
!nsubstatal part oF thei tal compensation, 


Failed Attempt to Require Expensing. Ths is whete the controversy coe. 
1993, he FASB hued an Exposure Dra oft new standard tha wou have ei 
Panis to measure options at hei far aerate ne they ae rune and expen 
moan over the eppropats sevice period. To jump straight othe punch lin. he 
bowed to public prsere and agreed to vitharaw the egurement before i bec 
ded. The FAS consented to enenurag, rather than require, tha air vale co 
recognized as expense Companies were permite o continue accounting ander APA 
fon 2¥ (he ins value metho refer wo inthe previous paragraph) Before w 
the dei of aecoumting for tack ain, help ook bak 3 what ed he 
fist propose fair value accounting and er rescind tht propos 

"Ashe 1990 Dean the publ was coming were) avane of he enemy a 
cutive compensation in aera and goyipenson in the form OF stock option in 
Tar The lack of wsouning for this compensation was apparent, prompting the 5 
ceoceurage the FASB to mone forward thei Mock option projet Even Comers 
the ay when, 199, ml wa nce tat wo eure Rima wo epee 
ti expense base onthe fir vale oops, Mie is enenurgsmen te 
Istued is exposure craft in 1993. The al disharmony began thea. Opposition i te 
posed standard was broad and vehemeot; and chat perhaps san undersaemer 
based thei opposition on oe or move of the objections: 


1 Options wie no trina wae tue have ceo fat valu and shuld ne se 
to expense recognition The FASB, and even some cites of the proposal, watt 
‘adamant that options provide valuable compenstion at the rant date to ree 

2, Inasimpasublew rcasare the ar value ofthe compensation om the prt dite 
FASB argucd vigorously that value can be approximated using ane of several 
pricing moves These are satisicl models tha ue computer to incoocte 
{informatio about a company's sick and the terms of the Stok option tein 
‘he options far value. We might sy the FASB position statis beter 2 
approximately righ than preciely rong 

3, The proposed standard ould have wnoccoptable economic consequences 
‘Eset. this argument assert! hat requiring this popular means of somos 
to be expensed would cause companies discoatinae the use of options 

‘The oppolition included corporate executives, auditor, members of Congres, 

the SEC Ironically. the very Breups that peovided the mest impetus forthe ruled 
inially—the SEC and Congresy—were smog the most effective detractors in he ea 


“Senge tt pe” ni at nd Ne 23m wt 
“A tne pop ar kc Ca wae Cop 
‘onal te aha bes Ran me svanenen wen ope 
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‘ly grup tat fee mach supp a al was the azaleas comm nd Ua wa y= 
{Scare nonvoeal support. Tn veri ts decision the FASI was nt rove hy any 
‘te spevite anguments of ay opposition group. Dennis Beeson. chi of the FASB a the 
tie, indicated that it was fear of govertinemt eon of the standan-etng process Ch 
[romped the Board to mei 8 sion. The Boa ema sealant tat he proposed 
‘enge was appropri 


Voluntary Expensing, Prior 2002 oily tho companiesRoelng end Winn-Disie— 

‘epred stock opin compensation expeme at fi value. However, i 2002 public outrage 

‘nan am Mzh-profle accounting Scandals al Eneun, WoeldCam, Tyco, acter 
‘Some degre of consensis emerged that ged om the pat 
fof some corporat execu=s couribued the fad 
‘eo and misleaig anv! epating at the nef at, 
‘mani the mein were pont tothe proliferation of 
‘Siok options aye pimory form of empeasation ata cule 
‘mit in fueling tat greed. An epinde Of the PS series 
Fromtine ange tha ot expensing the ue of sock p- 
‘Gon contributed tothe elapse of Eon. For dese re 
sons renewed intrest sae im euting siek opion 
compensation to be reporie in income statements. At 
least pay In respons te this public sentiment, Coca 
(Cola anounced it 2002 that would begin reporing he 
fair vale feck opines an expens, erp se 
ing the “wring om the wall” oer compass fo 
Towed sult By the end 2004, nesty $8 Heme wee 
‘volumaiy expensing options. 


Gurrent Requicement te Expense. Fncrpng fom hein debate was an PASI 
Sunda het ow ies ar Value courting for empieyee nck options lang ao 
ie she nuns valve appre As you mig expt the proposal didn come whoa 
Spmien. Many of he sare gu that soceally blokes fhe FASB rou ems ask- 
sxe regaemeat in 195 led the positon. Net apap, he fret o he estan 
‘eth high eh companies hat exesively use tock opens pimary form of 

‘Sng employees and hus ae most susceptible to a eduction n wep rings when th 
‘onpensutio is Ineluded in come steno. Fr example. comer Apple Computer 
‘amu forthe 12 montis ending March 27, 2004, Rejects net income of $179 ilo 
‘out ave been only 456 milion. 7% ess, ithe Standard een eet then” 

Ws import to nove tha the vin we account for stock pons has no fet whatocver 
‘cath fos, only om wher the vale stack pons ssid among expenses. Tei 
‘colt say that companies haven't aleve ei campensats satis. Alea, we hae 
‘cen afin the way some compares compensa their employees Party do tothe mee 
ve comotiion hat has become associated with xseutve sock eptions and partly ase 
thestock marker decline of recent years that caused milins of opuonsw Become worl, 
‘Se'veseen fever options aod more bonuses ad rested sock wat, Por wal year 
‘ng Jue 30, 20, fr instance, ecology company DS Unihne aed sock op 
‘nko employees worth only 11% othe S125 hillon value of ts 2001 pti Let's ex 
mine he way sock pdons ae counted fr now. 


RECOGNIZING THE FAIR VALUE OF OPTIONS. 
Accounting for tock options pall the acounting for etc stock we exe in he 
“intyan ofthis chapte.That x we mesure cemmpemation she fir valve othe ok 3p 
‘ina the rat dat ad thes rece tha rout x comporealion expense verte service 
ecm fr whch employees recelve the options Esso the Fal Wal rege the wet 
Inet several option piciag els eae mathematical dele animate vey of 


‘Sivoecrens eer rected seg oennen ana Garam alto 
CRNIS atlanta estes 


onl Far Repo tee 


information abouts company’s sock ant the ters ofthe stock option to ett thee 
‘ion Tar value The rode shoud ake Int account te: 


+ Beercise pres ofthe option 


Expected volatility ofthe tock. 


‘The FASB's new Standard mocificc the way companies actully measure fi’ 
calls for using models tat permit greater fenibity in modeling ce Ways employees 


Spi ae cob napet tris Seat rong ha 
Spt seus rove Aprons 19 


‘why we use option pricing models to evimare far value hit employe stock oto 
‘nomransferat; the recipient cainot wll tse options. As a rest hey are wot 
‘organized exchanges Ike shares of si, so ve canoe. find wy actus market 
‘roe, Cisso suagests creating mechanism fo establish an actual marks 


iting to py i thts armen ano would hen serve a the pr shar a ie 
the empinye options thatthe mara instrument mimes At the Ge of is ing 
‘SEC not yet approve ths appre 

“The total compensation as estimate by the options fir value i reported 
‘don enpense over te penos of service Fe wich He options ae given Resp 
ae otallowed wexcrene thei opions ora peified umber year This 


‘nd incentive to remain with the company. The ime between the date options x 
“td the frst date they can be exerci othe vesting period and usally 
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Estimated Forfeitures. Ifpevoos apne nti tht a miei ub he 
Spun wl be forte bof hey Not to employee tuner er Molton tet 

‘erm of the options), we adjust the fair valve ewimive on the grunt date to reflect that expec 

‘ton Fornaio rte ofS i expcid, Univeral’ emt tl cot 

pemtion vould he 95% of $80 mulion, cw S76 millin. In tht case the anneal OPO" companion 
SSmpersto pene stato 1-2 wou hve ect o19 lon (STA) aad of Pease 
‘Sdmition We oe he eto th omy i laste 10 2A Seat 


What tht expectation changes ster? Universal shou as the comune mount of 
‘ompensation expense record to dt nthe year the etme changes Suppo fo ine 

‘esa dri 2008, che third yet, Universal eves i estimate of oreere from $4 When fray 
100. The new extimate of tal compensation would tbe be S80 liam % OO, ox $72 "ros charge she 
Ilion. Fr he fist thee years, the porto ofthe total compssation tha should hay hee 

‘sported would be $72 milion 34, oF $4 milion and since $38 million (9 X2)of that (Chee sent 
(is recored in 2006-2007 before the esate changed, an adional $16 milion would Tuwings 


WHEN OPTIONS ARE EXERCISED 
‘Wl te opdons in Mlustetion 19-2 (ve milion shares) are exercised on Jly 11,2012, 
‘nhen the marke rice 350 per she he following oumal entry is record 
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Fries onthe wzerdse 
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dering sures do ot inluence the prey ously measured fir Yale of options. 


WHEN UNEXERCISED OPTIONS EXPIRE 
options that have vested expire without being exercised, the fllowing Jounal eauy ie 
made (assuming none of Ue options i or ustration was exereisedy 


Ineffect, we rename th paid: capital atributsble to the sock option plan. Compas 
ion expense for the four year serve, os ofthe measurement date, is wot acted. 


Becowse an incen Lee ee pe archer yep miei ohebetetlen 
inte aes ‘ctcenemne trope ool 
fprcreerccbored Gane 2. On the other hand, it wo aasume the 


Paresh | Shisekeen 
ee 


| -Erhstaeanona teenporn teenie arate wea 
the pm Th wig mis nol bec he dan sw 

A datead we amet 2007, 208, 
‘re tan seings from 
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“ye ama pioneer wha th tn batt ends the fared x ot 


SESRISTTI,,— W@bemarket ree $50 per shares 
aiterence “Sena 


reccanited bs say 


Peepacriryonepaenrt cmp 7 re 
market price 540 per share 


PLANS WITH PERFORMANCE OR MARKET CONDITIONS 
‘Stock option and oer starhase) plans fen speifya perme codon vr market 
Seaton that mut esate for emplayees ne alo he ene of the ewan The 
“jetve is to provide exployees wih sonal inceve for managerial achivement. For 
‘dane am pen might ote execs unl a perce age ete The arg 
Coal be dvstena evens carps pr share salen prow ow oe of eum on atte THe 
osbities are fits. Op the they hand tbe tart might be market-rate perhaps 5 
‘Sele stock pice orw stock price change execoding a parca index. The wa we 4 
‘unt Tor sac plans depen on wheter tbe sod i perorance base or markt ase 


Plans with Performance Conditions. Wher we recgmze compensation expen 
‘ur perfrance-haed apn depends nally on weer is pebable that the per 
Famance ttt wil he ret an (by uimtely on whether he performance age actualy 
et. Accounting is as described earlier fr other sock options ial eautes Uf vompen- 
‘Sion cost as wel ay subsogueat revisions of ha enimate ake ilo account he liked 
both fertetres and achieving performance targets. For evampie, in Hustation 15-2 if 


‘Be oso describe also anced» comston tat the pone wool hecome exerci 
‘he only isan increase by 10% afer our years we would timate the Hino ofthat 
ecu: special it probe? Las say edly elma hats probuble tht 
‘als wil nest hy 46 afer fur years Then, our inital stimate of the wal sompensa- 
ton wou have Been unchanged a 

SH0milion x $6 = S80 ion 

Optine”— Faieyalue —Eatinatel 

expect ual 

tae competion 
Suppose, hough, that afer wo yeas ws ostimate hati or probable hat sale wn 
-seuse By 10% fier Tour year. Then, our ew estimate uf Ue (al compensation woul 
shange 

@ ks = 0 

‘Opin Haiesalve Estate 

expect ‘ital 

Wve compensition 
In tht case. ve wold reverse the $40 million expense 2006-2007 because mo eon 
eatin ean be recognized for options tht dont west dt performance targets not eng 


a 


(Conversely assume that or inital expectation i that iis mot probable tat sks will 
crease by 10 afr four years and so ws record no annual compensation expense at 
alee 1wo years, we estimte that tf pobuble tht sales will Increase by 104% ater 
‘years, Atha pial, car revised eninate of te taal compensation wuld change tS 


Plans with Market Conditions. If he award contains a market condition (eg. 
‘option wth an exorcicbiityroquremen Sas o the stock price reaching 8 spect 
the no special accounting is require The fair vale estimate ofthe share option lead i 
pliciy reece marker codons duet the sate of save opiom pricing tel 5 
recogve compensation expense regards of when, if ever, he musket coudiion 


Stock Appreciation Rights 


Sch appreciation rights (SAR) overcome & major disadvantage of stock opin 
that requite employees to etually buy shares when the opions are exercised: Even 
the option’ exerci price way be significantly Yower than the matt value of ie 
‘employe tll must come up with enough cash io take adVanage ofthe barn. Tice 
‘quite a burdon if he award is sizable. In» rooqualified sock opto plar, income tn 
‘Would have obs pad When the options se exercised 

‘SARs offer a solution. Unlike stock options these awards enable an employee 
bby the amount thatthe market price of Ihe company’s sock rises without havig i 


‘receives S15 cash for each SAR held The share appreciation usually is payable inc 
‘ecipient has the choice between eas) and share. plan o his type fered y 
sexed in Graphic 19-2 


\s Ir DEBT on Is rr EQUITY? 
some plans, the empayer chooses whether to ise sha cash exercise In her 
‘un, he choiee belongs othe employee.” Who Ba the choice dtermins he way Ws ac 
uted for Moe specifically; the accounting eaten depenss on wheter th aris 2n- 
Steed ancy rstrament oe a laity Ifthe employer ca let to net (nahares of ok 
‘ae than cash th aware considered tobe egiy- On the cher hand ifthe employee wl 
‘tere enh or cam elec wo eceine ea the atari consisted to be a Baby. 

‘The distinction hetven shares aan tha are comeercl agit ad hne that are 
unuiered iabililes is based on the dentin of Hales in SPAC 6 That erent lac 
‘lesan inntsment sabi olga theese to wrnsfr ts sets 10 the hole 
‘Aniock option isn cuit instrument i requires ony the unc of ck: Acach SAR, 
‘ole other han, requires the iransfer of ass and therefere sa habit, The des 
‘neu that stock option whose nvr may Tne choose wo sel cash man eau 
Samet, Instead, cash element woul be considered equivalent lo eparchaing wm ey 
‘nsrument for cash. 


SARS PAYABLE IN SHARES (EQUITY) 
‘Wen an SAR is considered ro Be equity (beans the employe can elect sil in shares 
tek tae han cash), we estimate the fue value othe SAK athe grade ind verve 
tl compemsation o expense over the servic peso Neral. the fat value of an SAR is 
tesa he fa vale ofa tock opion wit he sane ern The fair vale i determined 
fie ran date and uecrued to compensation expense ove th: serve period the same way 
‘for other shareshsel compensation plans The wal compensation ism revised for 
‘ubseqnet changes inthe price of he widerying sock, Thi sdemonsrale in Case 1 of 
ation 19-3 othe net page, 


SARS PAYABLE IN CASH (LIABILITY) 
‘When ao SAR is considered to bea able (because the employe can elect wo reeive cash 
Sp selene) we estimate hs fr value ofthe SAMS ad scone that smn comm 
Pemation expense over the raquisite sevice period censstn! with he way we acco for 
‘pons ad oer stare-based compensation. However, bea hese plans are considered 
lobe aie, i's uccessay to peroaly re cvimate the fair vale ln order to continu 
ly fj the ay and comesponding empensation) wrt spa Be ae ty woe that 
is i onsntent with he way we acenut fot oer bie. eval from aur discussions 
langues 16, for nstance, chu when tx race eng cause hangs i the eventual i 
Ply fr defeced income tes, we adjust that aby 

‘The petiodic expense and ajusrent othe aii) is he action ofthe eal compen 
‘ow eared to date by recipients of he SARs (based onthe elo fraclon othe service 
od) reduced by any amounis expend in ror period Fe example, efi ale of 
‘AR heen ofa periods S8 the total compemsaion woah! be SA lion f 10 milan 
Skis are expected yer Le nay two yeu of four Yea eros period have clepued, 
‘24 S71 milion was expensed the Hi! year Then, compenstion expense te second year 
‘ould be $19 milion, calculated as (2 oF $0 yin) emi S21 An example spanning 
‘cer yeas is provided in Mastraion 19-3, case 2 

‘Note that the way we teat chanies in compensation estinate ental eath-ap adjust 
man in he psa of change, inconsistent wih he usu teasment of a change i estate 
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“At Januaty 1,200, Unietl Commnistone ieved SARs that pan exarsea, ented 
‘Cea 10 reeabe comparcation ual ue othe excess ofthe mapa pce Hwa 
‘ver the ae pce at te date of rant Tho SARS wet atthe ard of 208 ear beam 
‘ed ut hor aid expe atthe wed of 2013. The a value of iy 


on rie 
Bore S28 Sa? 208 Bo SW Be B38 ep 


‘aoe 1 $A comtere wb ey been vera cam Moet ti sen 
Universal stock a aren 


Souary 1, 2006 
Woeney 


Case 88 cole te ay news pecan es to recive ca 
January 1, 2008 
osrey 


‘Decomber 31,2007 
Congest Oren =) 2s 
Unb SAR plan sh area ate 


December 31, 2007 
LabiteySAR lon x 
‘Compensation eens [(30 % TOwiion » Hie) 2039" 3) 


Remember that for most changes in esti revisions are aloeaed over remaining 
rathor than all at once in the perios of change. The treatments, however, consistent 
‘nay we teat change in forfeture rte extimates as Wwe discussed earlier in the Chape, 

“The iabliy continues oe adjusted Fer the service period if the rights haen' 
cercsed yet 


December 31, 2010 sin 
‘Comparaation expense $5 = 0 mthon «sl)— 2119-342. 7 


It’s nexessiry to continue to adjust both compensation expense and the Hib 
SARC ihimately either are escrised or lapse" Avsume for example that the SARS 
ecleed on October 1, 2011, when tht ft value $4.50, and executives choose 0 
‘he marke price appreciation incase 
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Employee Share Purchase Plans 


Employee share purchase plans of peri al employees uy shares dist fom ie 
‘company a fayorabl rim The rar ictat tse Plas Wo encourage employee om 
eto he company’s stares Presimably nally canes smaemplyce shah, 
‘The employee abo bencis because, tpialy thee plans alow employees tn hay shares 
‘in her employer without brokerage Fes and, peru. at ight dca. Sere compa. 
‘acseven encourage participation by maclng paral mich employes phi 

‘As ong (a sabstanaly al employees can parcipate-(b) cnploces have no lenge 
‘hc oe rh flr the prise fu wo dside whctert participate, and) the discon 
Snogoeaier than 5 (can bo jus as eisonable),accoring salto, Sn 
joe these of aew aareememphoyern ny shares. 

thse eriteria fo he plan being noncompenitory are ome, ny the discount i 5%, 
_sciuting is siilar «0 ther share based pans, The 15% slocosat o employees the, 6 
nero be compensation, an dt emount seco 3 expe» Coipensaion ek 
Penis replaces the cash det for ary empyer pad pentinn. Say an erplyes ys bares 
{ao gar) under te plan for S#90 thr tha he cet mare: pice of $140. The SSD ise 
‘ui ig recorded a compensation expense: 


leseveral previous capers, we have nevis he concep fsa quai” (a int de 
fed im Chapier 3). We aaa hye note thal one rather emmon practic a atv I> 
ves eins quality is earnings managemest, which retest componiey we of oe oF 
‘ns of several echnigues esa w aiivialy Increase or deceare ening. A fo 
{pit objeetive of earings management 0 meet analyst expectations gud pee 
{has of neve The shire-baed compensation plan we ntti this chapter napaest 
‘other move managers sometimes have Wo matipulate income Ia manager persona 


a 


Shore purchase pane 
pera emstoymey 


‘mth erparetlon, 


Souumion 
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‘compensation includes compuny stock. stock options, o other compensation bused nth 
\alue ofthe fin's stock, is ot hard wo icngine an increase desire ensue ht 
‘expectations age mot ad tat repted earings havea positive effect on stock pies. i 
[sve diene carer that precivel ‘ne recto these incentive compenstin lth 
‘signed elicit. Invesiors and creditor. though, should be alert to indications 0 
to arifitlly manipalate Income and realize tha the likelihood of earings man 
‘probably higher for companies with generous shas-basel compensation plans 

‘One way managers might manipulste numbers (sto low ball the data that zo no 
‘ntion-pricing wade. The models use 0 estimate fair value are uit largely arn 
Jestive assumptions. Thal possibility emphasizes the need for invesiors to kook conte 
‘esumptions Used x repaned inthe soc option Fonnote, and particulary at how the 
mptions change fom year 10 year a 


[Listed below are ranssetions dealing with various stock benefit plans of Forune- Tine 

ration during the period 2006-2008, The mart price ofthe tock is $4 a Janey, 

8. On Januery 1.2006, the company isd 10 million common shares wo divisional 
‘managers nde is restricted stock award plan. The shares are subject to Forts 
‘employment i erminated within thos yeas 

a On January 1, 2006, the company grated incentive stock options tis senior 
‘management cxctisable fc 1-5 millon commen sates. The options must be ee 
‘thi ive years, but not before Tanwar 1.2008, The exercise price ofthe stock 
equal to che fair market value of the common sock onthe date the pions te 
‘granted. An option pricing mode estimates the fait value of de options to be $4 pet 
‘Option. All eipiets are expect to romain employed through the vesting dae 
‘Op January 1 2006, the company grated 4 milion SAR wits jnior manages 
‘SARS enftle managors o receive ther choice of eash or stk equal in ylue te 
‘econ ofthe market price at exercise over the share peice atthe dae of grant The 
‘estat the cod of 2007 (cannot be excised unl then) and expire athe end of 20 
‘The fair value ofthe SAR in $4 at January 1, 2006. The fai value i $4 and $5 
December 1, 2006 and 2007, respectively 
Recorded compensation expense on December 31,2006, 

‘A divisional msinager boing 1 willon ofthe restcted shares left dhe company 
‘become CEO of a competitar on Sepember 15,2007, before dhe required svi 
ended. 

«Recorded compensation expense on acember 31, 2007 

Required: 

Prepare the jourmal enti that Forune-Time recorded for each of these transactions (Ip 


Larwary 12006, 
Restricted Stock Award Plan i 
No ent. Zora 
“ots compeneton i maatured at 1 milion shares $45 = 4450 mon 
Sc Ontene Wind 
ent 

“ol compensnion s measured a 1.8 lon shares = $4 = $6 millon 
samt + 
No wy, 5 
‘December 31, 2008 

astrcted Stock 
‘Companeaton expense ($450 millon = 9 yore) 

Pasi captal—estcted stack Ee 


Api corporat anual rept cons four comparative Snancal saiements an een- 
Selistf dislosue nites aad Schedles and several pages chert, ables, a tex de 


‘media und receives by fre ot atierion by invests 
ad creer is earnings yer share The reasons fo he 
rmsigerable anton pai to cutings per shave cetily 
Include the desire w id's way to sammie the perfor 
mance of bysioessenterpics in a single auc. 

‘Summarizing perforance wa way tha petty com 
parson i difeut bsesthe eempnia tha ep he 
‘umber are different from one another Ad yet the de- 
Se io condense performance to angle nue has re- 
‘te demand for EPS information. The profession has 
‘respond wih rules designed to maximize the compara 
‘ily of EPS numbers by ining the inconsistencies 
i ther ealelation rom ope company Wo the Dex! 


“The Internationa Accounting tendons Board DAS has 2 tated objective to naow 

J wordwide differences in aeteunting practices andthe presentation of finan Infor 

atn. The ASB hes wore toward unlormly slice 1973, but harmonization bas iy 
rs teana een achieved. The ES equieemerts.yu teins caper te 8 a0 Fe 
‘petion terme the FASB ani the 18 a devel cam eq uements Tor args | 
Shire Sknifcart erences st ext among countries that de notehonse to follow he 
‘emia standard ath area 


Some meee eee 
os 


that other choles the FAS might hase ad im many insanees Would be equal 


Basic Earnings Per Share 
_Afirm esti oive a dap cpa nrc ao coanding secs al 
‘tently ike earings por are Tis oes, to ite meas 0 rele cari 
‘are. Fo instance, i fem has sonvesble bonds utsanding and those bod 
‘ert te renting iene a coon stares coud dette or die earings pe 
“That is, the new shares represented by the bonds might participate in furare camings. Si 
‘vertible bonds are referred to as potenti! common shares, Other potential commen 
Ine covert pefeed sak eck ene ad congealy eaae share We il 
Iw the peal uve effet ofthe note are inch oe cake 
[sor inhi hep. No hough our ec con tection of EPS for ine 
suctare-srhen no potential commen sare are pose ese cae thee 
freed as hase EPS, ands smpy crmings aval to common shore 
ty the weighid-rverge munbcr cf com ses ousting 

Tithe mon elemental ting cari pr sre (net leper hae) x merely 
ence (or mt loss divide by the nue of shares of mmm ok 
Tiroughout te Year. The calelation Bcomet more demanding (a) wh he 


Seti af the cher. To state te caleaton oF ES ik each oft dimensions, weil 
te ely ne example in dis caper Wel sat wih Ue mont base sethon ide 
‘one new element a time un we have considered all he principal ways the elon 
be affected, In this way you can sce the fee of each component of earings per 


justin soltion, hui elation the effets of exer Components as well The bk 
Iatoa ie shown i Hstration 194, 


ISSUANCE OF NEW SHARES 
cai the sar discern 19-4 enalnadunchangd though ho 
the denominator of the EPS calculation x simply the marmberof shares outstanding 
‘he note of shares has charged, is roveseay o find tbe weighed average of te 
‘oisianding during the period the carious were aenerated, Far instance if an ad 


ae 
‘Because he pew shares were outstaning only 10 months, or 1012 of the yan, 

‘reas he 0 lion shes ave oui by th aoa shares 

Fraction ofthe yeu (10/12) che were uctandg, The weighed average 60 + 12( 
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Sowan Francie Crporadon reported nat income of $154 lon for 2008 (ran rate AO) 
‘Bptal rears needed: 


Common Sock 
det Drntton corman shares ousaing 
Ment 42 rian raw shares one old 

“mounts a miions except pr sore run 
ace: 

eae si 

w= pans ~ 0 7 

Stowe New 

ein) shores 


resources ln ck sae provides dhe company are svallable fr generating income ony af 
lei de the hanes are sol So-weiting secessary wo mae the shes ine actions 
Seooerinatoe vnsissnt wit the income in is numa. 


‘STOCK DIVIDENDS AND STOCK SPLITS 
Roel that a stock dividend ora stock spit disthibution of atonal shares tp existing 
‘Sreboilers. Bus here's a inmporant and fundanettal diferense between the increase 
‘hares caused bya sock dividend al a nezens ra seling mew hare, When new ears 
‘eso, bot aoe ad Sharenoldes” ety ae increase by ab ado investment in 
fe fin sharcalders. On the other has, a tock divides or sock split mete nee 
the umber of shares wathot alec the Fan's sae nse, the same pie i vied 
len mors pieces, The res iss larger number es alle shares. This fundamental 
‘huge lhe nature ofthe share sfeflece calla of EPS by simpy sree 
‘he momber of shar 

Tallon 19-6, notice that the aitionel shares cee by the tock den are wt 
wight forthe tine pried ey were oustanding. Instead he increase x wea as if o> 
‘Sheed tthe beginning af the yeac 


Seman Fare Caporston reparte net nceme of 5154 lin 2006 urate ADR 
pt sac neue 
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‘The numberof ares oustanding afer» 10% stock dividend i 1.10 des higher than 
efor This mule pple to best the ging share and he ey hate ld before 
‘be tock dsributon. I is bad been 125% stock aviden. che mulupl Would fave Bae 
135;a7-foet stock spit means x multiple of 2: and 40 on, 
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uvemaron 19-5 
Weighted Average 
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stock sbi ($2) Tiss ease byte inerease inthe ober f shares, Ba 
Sale of ae shares, dis shoul! pa be interred asian of earings pers 
olds” interests i their company's earings have not been diuied, taxed, each 
bolder’ interests roresented by more— though ss valoable—shares. 
‘Asimpisic but convenien wa to view ths effect sto think ofthe preston 
le” Alc the stock dived, the more valuable ne” shares ar gi 
‘placed bya lager nomber of, fe, sen” ary From own, ve ope 
Ings pet “een share, whereas we previously calculaced earnings per “blue” shar. 
state the numer of shares reoactivly 0 reflec the sock dividend, if the stares. 
hod boen cen” Ale al our nt of the calculation reflec the andaeni 


shares were recut daring the pris (ilar retired or as easy ice), he we 
average number of shares is reduced. ‘The nner of reared shares is ine-eigiall 
the fraction of the Year they Were not oustanding, psi wo being subracted foe tema 
ber of sharss outstanding during the period. Let's modify our contiowing estat 
sume # million shares were reacquited or October I as teasury stock (istration 9 


[eeetored so ecauy | 
Sock are weighted 6 
(Sita) rac he 
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‘Copa tment a anny saves with hewn fx te aan al ach The ata 

‘sie meighied forthe acon ofthe you the sare we or ers ot oman But =e sures ee 

luo notes two differences, Me new shires are sade, while tbe ceacuuied shane are nub MA for nem shes 

texte. The wcom ference tha the racine hae wot maple by 10 ead. ohinser i 

sty e108 dock iv dT ents ws paused ah Joe Tana 

ck ised the rescue shes are Filion he av oat dba shan (TD 

or ete ie hae oe eee oma Aico, 
at ecard rng oporig pe ay ler sun 

Siar! bebe teiaioncn seiaceand os dorhotce Hetewee aermuies eiaene sae 

eaiecnaeminteel dm iaerpachent tim, eraccniuwn  Sraect Soe 


ARNNGS AVALARLETO COMMON SHAREHOLDERS 

‘he denominator nan EPS caution i the wighiesrayerage mumbe f common shares 
‘cusanding. Logically, the nanirator should sinalry represent carvings avalabe to com * tO8 
thom shareholders This wat sutbaale fn ur iksteaios wo tis pout Because th only 
‘hares outstanding were Common sates But whe x seo clas of shareelers ie po 
fer shareholders is ented toa spesifie allocation of earings (ike prefered div 
ede those anoums are salaried fom earnings before clclatingearitas pe share ™ 
‘has demons ie Masato 19-8. 


Supe no didn er decid oe ya Shoal we aj on prenedvi 
tc Yn fie pte sue carlton pee ek rt es 
‘Sisto sind eect np Sed cao pin as 
beeper cinienlperta rede apeyalitspyery 
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feta ccounced mpm corn has polo soning Hay 
fos omy ei ian forsale atgk eae 
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“tribe ax complex capital structures, te thes ition, tr spate psentatons a 
(ted: baie EPS and died EPS. 
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ir Foo Repair es 
Diluted Earnings Per Share 


POTENTIAL COMMON SHARES 
Imagine a station in which converbic bands are oustanding that will significa 
reas the nner cif commun sates f hadhokles everac thet pions recharge 
thon Fr shares Gf comma stock. Shou! hose be iced when earnings pe sha 
‘culated? Afer ll, dey havent ben converted a Yt, 0 fo tssume an inereace i sha 
‘conversion that may never ceour might sled investors and creditors. On the ote 
if conversion is imminent, not taking into account the itive effet ofthe share nc 
‘might nislead investors ae editors. The profession's solution othe dilemma se 
Tate earnings pet share wee, 

‘Securities ike these convertible bonds, while dot being common stock, may 
‘cormmon sjock through their exercise or conversion. Therefore. they may dite 
cammings per share and are called piseotial connmon shares, firm is sid w 
‘comples capital structure if polenta common share are outstanding, Besides comes 
‘bonds, the potential cormmoa shares ar=converuhle preferred stock, sock op i 
‘or waants, ad contingent issuable secures (Wel discus ich of these ston) A 
‘wth «complex capital structure reports io EPS calculations. Basie EPS 
five effect of such securities, lated PS incorporates the dilutve effet all 
eomnmon shares 


‘OPTIONS, RIGHTS, AND WARRANTS 
Stock options, stock hts and sock warrants ane simi Bach gives its hors the sight 
exercise thei option to purchave common sock, wally atx specified exerci pre, Ted 
lovin that wool result fom their exarese sould be reflected inthe calculation af 
EPS, but re bask EPS, 

“To include the iltive effect of w scesity means to calculate EPS if the pen 
‘reas in shares already has occurred (even thou it sn’ yt). So, for «sock opi 
Fight or warran, we pretend Une opion has been exercned fn fact, we seme op 
‘were exercise atthe beginning ofthe reporting period, or when th options vers 
thats later. We then assome the cash process from selling the new shares the ese 
‘rice are wae ta uy back as many shares as pose a the shares average ark 
‘ring the year. Tiss demonstrated in lusuation 19-D on the nex poe, 

‘When we simulate the exerese of the stock options, we calculate EPS asi (3 
‘shares were sold athe beginning ofthe year This obviously ineteases the muber 
in the dencminatne hy 18 milo shares Bur tis isuficent to simply te 
‘hares without considering the accompany ng comeequcnces. Remember tis 
Sceoutio had occarred, the compen wl have ha $300 nillon cash proceeds fm 
‘ercise ofthe options 15 mllion shares» $20 exercise pce pee share). What woul 
‘been he effect en earings per share? This depends om what the company wool! hve 
withthe $300 milion esh proceeds: Would he proceeds have been used to buy mot 
‘et? increase the sales force? Expund fucilies? Pay cvidends? 

‘Obviously, ere are erly unde of choices, and its unlikoly tha ay te 
‘would spend the $300 milion exact the sae way. But remember, car objecine 
fate some degree of unifrity in the way fms determine earnings pe share so he wet 
‘bers ae comparshle. So, ada decided om a sing assumption for al fe 
provide some degree af comparability. 

"Fr dled EPS, we assume the proces fom eseeie of the options were used 


the weighedlaverage munker of hares is 
tiferense heryeen the share sured ised und toe aimed reacquires ine 
‘eatin: 15 milion shares issued minus 2 malhon sates reaoquired ($0 milion 525 
share) equals 3 milion pet inerease i shares. 

"The way we tak into account the dive effect of stock options ip calle the 
sock meth because of ow asumption 0 teasary shares are purchased with te hy 
‘eed ofthe exerive of the Options. Besos providing compari, this assumption 
ally plausible because, if te opions were exercised, more shares would be ade 
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‘Sowan Fhancal Corporation reported retincome of $154 mon m 2006 laa ate 40WL IS huusteanow 19-9 
Spal sre nce porno 
‘Common Stock = 
Jen. 2 .ilen cameron shares oustndig 
Mees {Rrmiln se heres mere oid 
dhe 17 10 stock vend was ined 
ony ion shares re rencquted nay stock 
{The eer matt i fh sat share ving 20H we 25 par shar) 
Prefered Stock, Noncomvertile 
January ‘-Decombsr 15 lon Bt. $10 pa shes 
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$12 Baca wont orc 


‘wopion holders. And, as dscused inthe previous chapter, any Hira rutney bay back 
sha ihe su option holders or ulated, 1 ofa he ioance of new share. 


Benet sect the 
‘Seiten of base 
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‘CONVERTIBLE SECURITIES 
Someties carporstions include a conversion feature as part of « bord offering 
payable, o an Ise of prefered sock Convertible secuntes ean be conver ns 
‘hanged for shares of stock tthe option of the holder ofthe security. or that reason. 
‘erie securities te petty silarve FPS wil be fot i wd hen sic seca 
Coaverted nd new shares of ceaog sccl ar ted Tn the previous section you 
thatthe potentially ilaive effec of sce options i eflesed in lived EPS. 

‘susumning the options were exercised. Stila. te potty diluve eet of 
secu i reflect in diluted EPS cakolaions by assuming they wete coovered. 

‘By the f converted metho as 2 ealod, we assume the conversion ilo cannot 
‘ceumed at the Region of the peri ir 3 the time the conseribie swat sia 
that’s Tne. We increase the devominaar ofthe EPS fraction by the adtnat 
saves that would have ben issued upor conversion. We increase the mumeraicr by he 
terest afler-iax) on bonds o ther deb o referred dividends tt would have been ay 
ifthe converibe secusties had not been outstanding dae to Raving been convered. 


Convertible Bonds, Nov, e's ein cr caning lst ad mai i 
le the existence of convertible hon (Msiraion 19-10), We increase the 

hy the 12snilion shares hac would have been issued if he bonds had been conve 
‘ever i that hypothetical conversion Pad occured the bonds woul’ not have besa 

Ing during the yesr. What effect would the absence ofthe bonds have had 
‘Obvious, the bond interest expense (LO ¥ $200 million ~ $30 mill) would hae 
‘saved, causing income tobe highes Bat srvng the interest pad woul sls have mex 
ing a $30 millon x dedueson om the Income tx tei With 4 408 tx re a 
rnean paying $12 million more income uses, So, woseflect in earnings te $18 ll 
‘as interest tac would have been avoided i the event of conversion, we add Back 
‘million of intrest expense, but deduct » $30 million Tor the higher ax expen, 


SevranFinensl Coreration reported net care of S154 milion in 2004 a ote RL 
capl structure ince 

‘Common stock 

dant) 60 milion carmon shies outstanding 

Mar.1 12 llon naw shares were sold 

ne 17 ATOM stock dvidend ves tibuted 

‘Oct. 1 Bilan shares were roaequred at treusury stock 

{he avrage mah pes anne Sates dng 20 ws 5825p 

shel 


Preferred Stock, Nonconvertioe 
Jansary December 31S milsy 8%, $10 pay, shares 
Exncative Stock Options 
‘Options granted in 2008, exercscbo for 15 milion commen shares et an exe 
‘Ste price 01 $20 ger share 
‘Gonvertibe Bonds 
‘0%, $300 mon face amount ese in 2005, eorvortible nto 2 mon com 
man shares) 

{amounts in iins, except per share omount 
Basic EPS (changed) 
Netircome Prefered dvidende 
« "sis <5 =319 _ 5200 
(10 + WaHOAY (1H — BGA 75 
‘Share New ‘rosuty 
ton shores wet 
Stock dividend 
-xistment 


‘Sahay the inert 
ed her ta rom 
‘chewing the henge 


1 drs bon ware wea 
SB rion OA cl Soe saree sk ben 


‘ha:$300eilfon of eavartibe bonds in ou istration we ane! at Face vi. Spe 
“pose the bod sued for $282 milion, In that cose, the agustmet we earn 


har would be to include the amorszation ofthe 518 milion bond eicount. 
‘amotiation end o Wye maturity, tbe tothe 


él 
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“terefict the fact that the interest expense would include the $30 milion stated inter~ 
“St pls enetenth of te bond docoun zs : 


Se cane aE 
[oo ites oi OY 


‘Ouran describes he treatment of convertible band, ‘The sme weabrent pris 
‘vue debe tate convertible nie comm stares nach ax converte motes payable. Re- 
rember fom oar cncussion of tt nearer chaps that al eb sinular whether in he 
Fer of bonds, noes oF eer conigurtons, 


‘amet nos noe Meg mcm hy scored Pere oy wae 
co scone hey ware real 
“tad the converte Bonds nou atation had been sald on September 
Sane te adustmert tothe EPS caladoton woulghove Been 


+1830 — aon toon 12) 3 Wo sane converte 
ee Neate wre 


as fenvered or opin 
‘ofeach fact hat he alter tax intrest sevings an thet incase in shares would vere othe 


‘evebeen elective for oly fourmonthe ofthe yest. z gringo 
Thi ‘ot jun for earverte bonds, but fr ary poten est 


+015 ana 


‘fleet the fact thatthe rat increase in shares woud hve been afetve Foren nine 
‘months of the year : 
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Convertible Preferred Stock. The jotemialydltve effect uf eonvestibe 
scek is efieced i EPS calulations in uc the sme Way as converse debe, That iy 
‘aula EPS as if conversion already had occurred, Specifically, we ashes tb de 
‘nominator of the EPS friction and ad hack tw comings available ta conn sare, 
‘he prelered dividers that would hes een avoided ifthe prefered otc had bee a 
‘verted. Mstaton 19-11 fers an example 

‘The adjustment forthe conversion of Yo referred stock shoul he api omy tied 
BPS computation. However the exsesce of anrherfgue of prefered stock also wll 
‘ect he calebtion of basic BPS. The lt on basic EPS isthe ae a he effet ofthe 


Tawcmon 10-11| GRR aaa Re ET RASS 
pemeneia 


Sock ‘Common Stove a 
Gat {—- Ghlishcommon shares pancng 
ws “Lamilen ne sharse were sold 
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Oc.11 Brion saree wee reacqured as treasuy stock 


(he overage marks price otha conn shares during 200¢ war $25 por 
shared 


Preferred Stock, Nonconvertble 
Jsroary 1Decorbor 31 S.llon BE, $10 par, shame 
Executive Stock Options 

‘Option ranted 2008, eercsable for 18 milion carmen shar san exer 


cine price of $20 pt share 
Convertible Bonde 
40%, $300 mio face acu ned in 2005, conwarie ints 12 millon car 
ron shares” ; 
Preferred Stock, Convertible 
“Oman, 8, cumulative, $10 pr caressed n 2002 corwaribie ma S mk 
Tos shoe” 
(enous a ions, ekcapt pat share aur) 
asic EPS 
Prvecied Pretec 
Netincome dividend viens 
S154 “oH a na 
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ee 
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nonconverble) issue of prefered stock: she numerator is raduced by the preferred ie 
ends inorder to derive earings svalble wo common shareholders 

“his second ase of eene stick wend ere ears avaiable common share 
hors by $8 milion ($100 milion par. However. whe dine EPS icles, 
‘ye hypothetically astme the convertible prefer noe wr no sanding. Accordingly, 
th peeered diodende on dese shares wou have bon a. So we add Bock dhe SB alli 
Prefered dividers in much te same way N= ale tack de inleest saved when Wwe as 
are eumveribe ons were converte Ammen cic Ue i le 
toest expec dividends have oo tas effec Dividends a an eepease an ao come 
seocsinm is ost when divers art not paid OF eos ding Rack the prefered iv 
Sends ht oxberwise would have been deducted sequal wo Simply ot deducting ver 
lethe pce. 


Antidilutive Securities 


oes, Ue lest of ne conversion ur exercise of pote! common shaes woul be in 
‘eae rte than Jereane HPS. These we tefer at anilave securities 
‘sar ignored wher calculating both base and ted EPS 


OPTIONS, WARRANTS, RIGHTS 
Frllsration, recall the Way we tea te tsk opin: i our comming lustraion, Ja 
‘pling the easy sock method, tie umber of sare ss veprcased is ewer tha 
‘Re quber of shares mms sold. This the cave any ta the buyack (average ache) 
ce higher han fhe exercie price Comsesuenly there wil he wetness inthe mum 
‘orf shares. earings per shure wll dcline, 

‘Oe the ober hand, when the exercise pre sAgher thst the marks peice, wo assume 
‘Sues ne sd at the exercise pice an repurchased at there pice woul pean buyin 
nck mre shares than were sold This would proce wnt ecrease nthe mmber of share 
PS would incre, not decreas, i we wete tn ttame the exersse of tek tons, tock 
‘navans,oFtheeoqtvalen, Those would have a ana ve effect and would not be cow 
{eyed exercise. I fat rational investor would x eeriseopion ata eetese price 
Serta the cure maret pice anya. Let's ook a th exenple provided by Iltsta- “vor ae 
‘hn 1-12 onthe nest page Smee ers 

“Tosasume 4 milion shores were hol at he $320 exes price and repurchase the 
dower mariet price ($25) would meun reacting $2 milion sharet—more shares than 
‘te asuued sold. Beesune the elect would be ausdlulive, we would simpy ignore the 
‘Caan the ella 

Tour continuing iesation, only the Hock varants weve amine. The other poten- 

‘a conmno shares cansed EPS to devine en we considers hem exercised cr converted 
Inte ease of the excewve stock options was rail appacet that hee fost would be 
‘luive because the enereise pice was les han the market price indieatng hat fewer 
‘Snes could be repaschased (a ie wverage marke rice) han Were asuied sued (at the 
freee price) Aves He denominator neem! Whes vl) the denial of acs 
‘hm nerase, the ftion sel decreases Or the ether hd the ease of he wars, 
‘ta upparent tht teir fest would be antidlave seas the exerie pre was higher 
‘hau the market pie, which would bave decreased he denna and eefee increased 
Sefton 

‘When company has! os, rather han net incom il epee pe shar: In hat 

siuaton, sock options ta otherwie are live wl be wisauve Here's wh. Suppose 
‘Re have alos por stare of 820 called as ($130 mili) 75 milion shares — 
‘$200, Now sappise tock ups ar outstanding thay if eserised, wil inrease the nm 
Dero shares by milion that iereae is inched ia the calculation, the Tos per share 
Silbe $88 caeuste ($150 rion) AO mon shares ~ (S18) The or per sane 
elmer. This representa increase n performance dition of perfrmance. Te 
‘tons would be considered amiilav. hen, and nt inched nthe calulton ofthe net 
Ss ger shse Auy penta eomnuon sare wo ineladed is dave EPS becuse they ate 
sedis sh be reveal in the dace tes 
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‘pal ruc ceded cee 


owt 8 lon shares wore required a treasury sock 
[The averaga matt pce of tho common charee during 2008 woe $25 par chara) 
Prefered Stock, Nonconvertible 

January -Decomber 3} Salon 8%, $10 pay shares 

Executive Stock Options 

‘Options grarted in 2008, oxerccabie fr | milion common sharos* ton xarein eee 
‘S20 por share 

Convertible Bonds 

10%, $200 ullon face amount ved in 2008, conver ini 12 milion common sharat™ 
referred Stack, Convertble 

1O;nilin,B%, curative, £10 pa, shares issued n 2002, conver no 5 millon shares 
‘Stock warrants 

‘Waren rarted n 2005, exreecble fr 4 mien commen share aan erie pre of 
‘$3250 pershore 

Coleaations: 

‘The clettiore ofboth basi nd ute! rs are uraacod by the wenrents bocuse he 
fet of erercalng the warara would be ane 
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‘CONVERTIBLE SECURITIES 
For convertible securities, though. isnot immediately obvions wheter the ees o 
‘conversion would be dilative or antiuive because dhe assumed conversion woul 

tah the mumerstor ad the denominator of the EPS Faction, We discovered each ws 


[PS calculation, wean compe the inereseal effect oie conversion expres a3 
tion) with he EPS Graton before che effec of any converte secur is considered Th 
‘course sour basic EPS, Recall from Musation 19-11 that basic EPS 8 $1.89, 
For canpnson, we dtsmin the "ags price hare” of ho. 
seinen 
‘Conversion of Bonds Aliens 
Aerostar 
430406 (S30) _ $18 
+12 17 
Conversion 
‘ofbond= 


$1.50 


Conversion of Preferred Stock tered 
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Faring fr shoe eee mo afteton mth Une Snes ham most ther our 
tree cores at do eq HPs eos rues afer wide: For metas. 
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(fire: cuntrng Income rm operators oly Poway 1 eam 
Inthe United Stat ba td fle EPS ae repre. Cor counties have snr ve 

uhemerts but define the two acation iferenty tha ve United States Wha he 

Solera comma shares ned re foc. Japan requ bac aad ted EPS tobe 

poten sles notes. Some counts [Switz Fo osane) qa ne ET de 

thre allt dcr ye provided anya. 


lee nersmenal eet of secant is higher than se EP, itis nie, Tha’ ot 


‘ORDER OF ENTRY FOR MULTIPLE CONVERTIBLE SECURITIES 
Acomyerible security might seem tobe dilive when look t inividaly Waa fact, 
‘nay he amine wen included in corbination wih ote: converte secties. This 
tse the onder of er for ioeluing thei effects in the UPS calculation determines by 
tow mich, even whet, EPS dresses a result of tes suo eocnersion, Beate 
‘ir goa Ko reveal the maximurnpotetaldluon tat sight esl. dheocetcall we 
‘ould elelste dlied EPS wing etry pale cemburats potential commen shares 
{find te combiation tht ycki the lowest EPS, Bt that's ol secenary 

Wen we the eamings pr eremetal hae we calcula detenmine the sequence of 
‘cain ccutic'ellects the calculation. We wnclade the secunties meets ae. be 
‘ining wire lowest incremental elect (thts mos liv). followed by the nex low 
‘Sivan oom. Tito atthe onder i which e nade se sears in ur coming 
tows 
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sree 
Teepe sci) ete oe 


‘onthe sures the effet woud seem toe dlutve becuse $1.86 else than $1.89, 
Ses int ior once crt etn wade et a 
ethene sauna orate th aed comer 
the prefered stoce would be ante: 


iced er ane 
ee ee — 
a SSSI SIH gy Setcemerson 
cc 
Pope oe recoee 


aajesment 


cept REVIEW EXERCISE 


Basic AND ‘At December 31,2006, the financial statements of Clevenger Casting Corporation nul 
DILUTED EPS —— the following: 


et neome fo 2006 $500 nite 
Common coc $1 a8 


“Shores ststaning on ery 1 Onion ees 
Sharer eed tor ac on aby 24min es 
‘Shasssold freak an Spee ian 
it apt on a2 


Preaek 10h, $50 par curate, oresoure $$ 20ron 
Prefered tck 1%, $50 pr auctor sion 
“har of snimen ocr $10 aioe 


“Common stock wore tng fr 4 on ses 
‘ot cau sac: een rte 3 

‘onc pb, 125%, converte ta 2 lon haoe 

‘ol canmon ose $200 tion 


iiona data: 
‘The market pres ofthe common slock averaged $20 daring 2006, 
‘The comventile referred stock smd the howls payable had ben nse at pa in 2004 Thy 
tax rate forthe year was 40%, 

Required: 

Compute fast and itated earings per sare for the year endet December 31, 2008, 


Sowution (amourtain iin nce per shave aru 
Fret 
Herincoms Sede 
‘0 “sr 
ea TE TU 
thet png 
Sea pt 


rare Petra art 
treme Sie Sect ore 
Te awe a 
Shey Reve Wier’ Beat conan 
sac} Gane se atearone “Stee 

Sick 

soon 
annette 
Sragann cha, 
Fees 


Piedaca armors anise iuuenesareemienines node a 


Additional EPS Issues 


CCONTINGENTLY ISSUABLE SHARES 

‘Somotimes an ugreement specifies tht sitions shacs of common stock wil he issued. 
“imagen on the occurence of some future ecumitance. For instance pth score 
fete eproduced is Graphic 19-3, Hunt Manufacturing Co teportedcongent shares 
‘canecton with eguisition of Feeay Manulactaring Commpaay. 


Attimes, contingcat shares te suahe Wo share ller a seed company, erin 
ley executives, or cers nthe event a certin level af perfwance achieved Contngeat 
‘pxfrpance may be a deied eel of icome. target Hock price. some ether Mena 
‘Sleseviy Fevel, : 

‘When calculating EPS, contingent issue shar are cided be outa 
“ecompitatio feud EPS the turet performance lee! sea beng et annem 
‘oremsin at ensing levels unl the end ofthe contingency period), For example. f shares 
“elle sive at fate de ia serain evel of income is aed and that evel of income 


—=— 


ale ince 
taste sinned 
Beto te share 
eleced and icone 
‘ready thet mur 
iSeriehgtiora 
‘ased fo the 
‘Sevomnator 


Genre 19-4 
Wher Potetia 
‘Comman Shares Ave 
Refloctedin EPS 


‘Aon! Franca! Reporting nen 


‘or more was ready cared this yeu, those additional shares are spy ade the 
nao of the ited EPS fraction 


{he 2007 eoniion ($150 million net iniome ar more) has ce been met yet since 1 
‘year 2006. Bur because that level of income was achieved in 2006, the presumption i 
Iikely o be earned in 2007 28 wel, 

‘Assumed lsuance of Contingontiy lecuabe Shares (luted EPS}: 


[No adjstient to the numerator 
3 


‘Acoma shares 


(On the other hand, i the target icone next yeu i $160 million the contingents 
would simply be ignored in ow ealculaticn 


SUMMARY OF THE EFFECT OF POTENTIAL COMMON SHARES 
(ON EARNINGS PER SHARE 

‘You have wen that under cetuincicumscanees, securities sha have the pote of 

Ing earnings per share by becoming coremon stock are assumed already 10 have be 
‘commion sioek fr the purpose of calculating EPS, The table in Graph 19-4 

‘th eieumstances under which the dilatiyseect ofthese securities is reeced inthe 


‘Utes noes be conan pen veto peararte Mayet shed 


Graphic 19-$ summarizes the specifi fects on the diluted EPS fraction when He 
tive effect of u potentially diltve seer i flected inthe eaculaion, 


ACTUAL CONVERSIONS 
‘When calculating FPS in our example. we “pretended” the convertible bods ha been 
‘ered at de bevinning Of the year. Whe if they aetwally had boen convened et 
‘November 17 lterestingly, diluted EPS would be procs te same. Here's Wy: 
1. The aca conversion would cause an actual increase in shares of 12 milion on 
[Novwether 1. These woul be time welghed s the denotninator would increas 
12 G9). Alt, the numerator would be higher because net income aetully would 
be increased by the after ta interest saved on the bonds forthe lst two moa, 
1830 ~ 405 ($30)] (7). Be sur to note that this would not bean adjust ia 
the FPS'ealcultion Insead, net income would actually have been higher by 
1830 ~ 40% ($90)] 4 Gh) = $3. Tha reported nex income would Have ba 
SSEFTauher than $184, 


Petersson openn Sader don 


—— 


stent tenant ver dane hat hombre tree eee 


2. We would snare conrcrsioa forthe pero before November beste they were 
otemlly uve dung that period. The 1? milion sbars assumed cutting 
‘fom Jary 119 November 1 Would be time- weight: for that 1O-momh period: 
12,76) Ao, dhe umeratr would be fread by the after ak fret anu 
saved onthe bonds forthe fist 10 mont, [530 — 40 (50)]% (9) 

Notice that he ierementa eect o died EPS ¥¢ hese esther way 


No Acualy Convert Converted on Noverber 1: 
Assumed fieriay Actua aftersax "assumed ater tx 
Inset savings intrest savings Tere savings 
S30 40 (S30) 4440 Pe 09] 9) + S50 — AON) (5) 

ses 1) + 130% 
Assume ‘Actual Assumed 
ot bon ‘bonds ‘ot bonds 


w= Company reported aftr the coaversion 


Crepe 19-6 shows the disclonne ute Co 


rare 19-5 
How Potent 
Common Shares Ae 
Refeted n a Devea 
PS Cael 


15 eld be pre iy 


Gaarnsc 19-6 
anton of Neto 
“The Cerox Company 


ee SECTION tira Fac Report aue 


‘OPTIONS OUTSTANDING FOR ONLY PART OF THE PERIOD 


eto Recall fiom 


‘sean ie EPS data shouldbe ported om the fae f the income sttemect sr 
‘reporting periods presented in the vomparative atemens. Businesses withoot 


‘common shares present basic EPS only Disclosure notes shoals provide adn 
sures inctding: 


1, A reconciliation of he numerator nd denominator used inthe base BPS 
‘compations to the numerstor an te denominator used i the diluted EPS 


——— 


computations An exumple of his present in Grape 19-8 usin the station 
‘esoibe a sation 19-11, 

2. Any aljstnete othe numer for prefered dividends, 

4. ‘Any poeta common shares hat weet inlMed esau thy were ave 


DECISION MAKERS: PERSPECTIVE. 


We mote at he bey of the chp that in 
estore and eres py great del of attention to 
‘Sirings por share floration. Because ofthe im 
ortance anal a Wo eaings anpouncemeas, 
‘panes ate prticulty ager to mee earings ex 
fcatoas, As we fis soled ss Chapter thy dice 
fas comtnbae ta eave ocen tre especially 
mong tetnlogy fis, ra py forma caring 
per share, What exit a pro fora caning? Us 
erway dee 0 ase that quest, Essen 
ally, forma earings eal (GAAP) earings 

+ rede hy any expen he reporting ccnp Tels 
‘yo unas! an shel Be exetide. Always though 
the po fora eu ofa copy ook bet hn he 


‘Akitorl Parcel apo nen 


‘eal ols, Broadcom Corportin, provide of troadbanl and aetwer prod 
orc 2003 pm tera uring $04 pe ate, Hawever On a GAAP aw cal 
Totoro 8329 pr char Thi at on tel maple 

‘When companies report pro forma results, they argue they are trying to help investors by 
siving tho aber that ne ssi reflect hk ermal xo actin eo 
the ectoe ure expense Anal hou he sepia tug Bocas pa 
Ssertionary nai of proforma rere and sever noted instances of ab oa 
soul, aa rr, at prety wha expres acid ad wha thea 
GAAP ober ae 

‘Another sy uogerien night oka th ppersnce of EPS unter by msg 
ing th devorator ofthe cculaton.Redaing he mare of shares ices xg 
{er shar Some compacis dco oe see byback ora o manpala th 
berot shires and thes LPS Tere athing inherently wrong with sae bbc a | 
is vt send ts Clo cy can beret arses Tix meetin fr Ngee 
(hoe ex niet bo cited ta yentrgee patie A Formas mio acer ta 
"Oey Ri i as hep he abel EPS growin a teen y busing tae 
of sown sack, Sie 199, 19M her Son unin $14.1 blion teem se 
andng, Indeed $31 ila tmre an IM reported i et nce S21 3 aon ew 
tho same pero 

(One wy anys wc EPS dt rection wie pice-aings rai Ths 
isp the ake pie pe share ied 9 the ere fe hte resets aa 
tes prep of the qa) of company's earings by lieing the price ai 
sp math wing 9 uy forte sormanyseaangs. Presumably th toes 
{he atcmaton provid by al fans! nfmaton i tht the markt rise fs | 
Iya persptons of he companys ro eta sy ed eae nak Theo 
Corning ratio scr thee performance eau withthe extra janet of 
Imekeplace onceming teva of ie Hi 

"he aio est a sn he Sense ht represen the me 
ection of fre earings dene 3 cen args Caton all fr 
Daring price-amigs aos, Foe sane. a ro might bo lm, not bce 
Ehpecttins rom ut bese otal elevated eumentcarangs. On te 
heating he gh ot bean ing xpos i,t ease 
Frys seat enriage te texposlyUereso Siar, m tae shoal be 
{Xerces aman ami ths lo eae ring from Copan 
‘wher making comparisons 

other ao tegen calcul by shacholdrs nd potential sharcoles iste 
Xe pepe ab This rato expres fhe percentage of carmngr thai ine 
‘shrcholr as dven, The mos cited by ving vide pe omen 
Betis sie 

porte seat oA ow Vee 

seam crepes ein se pen fea fa parva to 
lcs and ter operating nes Ln peyote are found in growth nse 
hous trate nds. fen, hoz, trai erste fest 
Ttgy coving them of tcan cpascueaalGomleg The tos ae 
(Gedy aver os fortes et ne pet ted etter ernie 
fecion crvice ves 


‘At December; 31, 2006, the financial sntements of Bahnson General. Ics inclu 
Solon: 


Net income for 2008 feuding a net oto esrnrdinay lose of $10:miion) $10 
Common tck, $1 par 


— 


CHAPTER'S Shue Caetton ned Ea Rr Shae 


Shares estan om ary 4 mien 
The share price wn $25 are £29 at the bagi ancl nd they espe 

Addons dat: 

+ ALJanary 1, 2006, $200 milion of 10% converse nots wer autsanng. "Te nes 
‘were convened on Api! (no 16 illic shares of emma ck. 

+ Angrcement wit company executive als er the fssnce of up wo 1 wilion 
‘dations shares of com sek tn 20D7 and 208 as 0 the Babson et 
fngome in hoe yeurs Exectves wil eceve 2 milion snes tho en ofeach of 
‘howe vo yeas ifthe campus sack pice sat eat $26 and adorn shares 
ach year if the tok priv at et $2950. 

‘het ate 404 

seguro 

Compute basic nd lui eamings per sate forthe year ened Desember 31,2006 


(amounts in iis xcept pe share outs) Sourion 
fic EFS 


Convertible Notes: Nts that helt on clued EPS woul bw preci he ame 
stator the converse not more stall omwered or Mt. 


Conartd on Apa 
"Net nore ncuing 
stun aterene Assimad atta 
Ire save interest sera 
‘iso +1920 re Ba = 04 
a + a0 +1806) 
shares” Acual Aaaned 
otro otros 
et Actually Converted 
Net income witht 
cus afartox Ascumed ater sos 
Inarat savings nr singe. 
su + [s20 S09 
aa eau 
Shas foamed 
went mcrae 
. pind 


Contingent nual Shares: 
Sscxse the condone ae met for sting 4 millon shares (2 ilion foreach of two year, 
the share at singh aca to the denominator of Sted EP, Tha evr Sar pce 


— 


‘Adan! ei Reporing ae 


($20) projected 0 ain the tame thoughout the comingoncy palo othe ether tm 
lem hare (€ milion forages of to yaar) ae exces 

Income Statement Presentation: 

To detarmine the per share amounts for nceme beta etrsrsinery tes, we subteute 
‘hat sant frre reome nthe nuriezoar in th ese, that meana dng back he $10 
inl erreordinary fant 


$140 +10 sims+10 
aie HOI 5239 ciaag SDE O 

Earnings pr Share: anette 

Income born eatnortinary oma say (S302 

Extraordinary ous ly 16) 

Net ncome 2 fae 


sep ymin eel tr tte 


adore Net 
Ennings por Share Reconctiation 


esc Earnings per Share 
treomebeoreexraornayliems $190 6 9 
vaotdiney lee “9 % 4a) 
Nat income 5180 se Sn 
Convert debt 3 ‘ 

Contingent issuable shares s « 

Divted Earnings per Share 

hreome below ecraodnary ers $198 6 ser 
Esserdnory les 19 eI st) 
Net income $163 rr Err 


1. How can x compensation package suc thi serve a an incentive fo Ms es? 
Stok: bed plans ke Une estited soe tach por that Mb, Vere ese 
‘deslgne to motnate repent IE shares awarded ae estrited 3 tat MB Ven 
Ince tae the share during the reshicton peri sme hes a mentve To wat wt 
company unl ight (othe sarc yea te stock tons ean be ade ec 
after a specfed yer of employer: An edtanal cen fstck-based past 
‘herecpient wil be mead to take actos that wl mane the value of he 

2. Ms Veres received a “grant of restricted stock” How should NEV account forthe 
(952) The compensation awocai~ with reticted stork isthe market prc 
stricted shares of the same stoce NEV wil ave thi emount 35 compensalion expan 
Ine ave period from the date of grunt to when reretions are Mt 

| Includes were stock optons to buy more than HO0.000 shares. Mow wi the 
{ect NEV enmpersation expense? [p54 Smile to the method sed for rst 
the value the options fe recorded compensation over the service period, wl 
vesting pero 

‘4 How wil the presence ofthese and other similar stock options affect NEV 
share? (870) If outstanding stock options mere eerie he resulting ince 
‘mould ede ot dst EPS I we don ave ito acct the dv fet he she 
‘esse, we mat mised ives ners 0, In addon to base FPS, we a 
‘ate diuted EPS to lnelude the Bue ete of ations ard oer potenti omamon 


os 


uereR Seed Conponstion and aings PerShve 987 


‘This mers eaculctin S a5 he pote crease nr ead has ocetrea ive 
thoi ft ei) 


‘The BOTTOM Line 


1, We mesure the fir value of suck issued in a esti toe award plan and expense 
‘Hover the srece perio, usally frm fe df gran the very de 

2 Similarly, je estimate the fai Yale of sock options tthe gant date an expen it 
‘var ho service period, ws rc the dite of eran othe westng date air elves 
‘timated a the rant Jae sing an opin pricing msl that considers the eerie 
Dice und expected erm of the option, the eurrenc mart pice of he anerying sock 
tits pected vl. expected dividend ud the especie rik fe ite of return. 

|. For sock appreciation righty, the aware cosine to te ety ifthe employer ean 
ect 0 seem shares of sok rather than cath I the employee can elec! to receive 
‘ash, the urd is considered tbe & iit. neither athe amount of compensa 
in in he fr al of he SARS (usualy tbe sare wa similar tock opin), We con 
‘inl sds that amount to reflect changes in Tir ylue unl dhe compensation Ix 
finally pawns te award is Considered equ awh case, we measute fae value 
‘nce at the grat die 

4 Eimpoyee share purchase pans alow employees to by company stock under conve= 
sient favorable ems, Most such plans are cwsirec ompensloey nd require ny 
Aicount o be recorded s compensation expense 

|S Acompany has simple capt stare fay outuningwacures Ut coukd 
ote dite caring per share Fx such am, EP ssn earnings aslahe 
fo common shareholders vided bythe weiphted-werage numberof common shares 
‘uutanding. Whon peionil common shares sre outing, the company sd 
faye a comple capil suctre. In hat eave, wo EPS cleaaions are repr. Base 
[EPS issunes po ution, Diluted EPS msumes maim potential don. 

(6 ES calculations are Dae on the woighed-averapemuher of nares nani d= 
jing the period. Any now shares sived dug te pero we time-sehte bythe feac- 
inf the period they mere outtinding and then aed to the numberof shares 
‘standing forthe peri 

17. For stock civdent or sock spi shares oustanding rie wo the sock stribuion ae 
reuoactively rete to elect the increaee in shares, When shaes ae excqued 
tram sc ors hereto they ane time-we ght fore tion the per they 
\yere no outstanding, pie to being subtract from the narber of shares Outstanding, 
ring he reporing peti. 

4A The aumeraior in the EPS calculation should reQeet eacaings avaiable wo comes 
shareoldes, So, any dividends on prefered stock outstanding shoul be sia 
trom reporisd ct income. This ajusinest made for cumulative prefered sock 
‘whether rnin re Aled tat pee 

9, For die EPS, itis aaumed that stock options. rights ond warrams are exer a 
‘he beaming ofthe perc (or atthe ie he opi a= sued lar) an the as 
proccess reese are ne Io buy back (as easy stock as many oF those shares a 
‘San be acquired at the verge marke price during the sind 

16 Toincorpimte converte scents ino the callin of dite EPS the conversion 
‘sasumed to have pecuted tthe begining ofthe pei’ (rate time the commer 
scuriy ssued ate), The Jenomiate the EPS action ado Yor the ad 
{inal common shares anu andthe numer since by the tenet aera) 
fr prefered vient thar would have hoes ave nthe event conversion 

1, Comtingentyisiabls shares gre consiered cutting inthe computation of ced 
[BPS wheo they wil ar be sued upon tho mere pasaps of tne oF Rec of cond 
ions tht curently are met 

12, EPS ta (both basic ad cined) mast be repore for(nsene before any sparta 
‘spore ens (hy the separately sepried ems disso oued operations and exer 
ray gains an lose) and (c) et income. Disclosnes tna sex ncaa eee 
lo ofthe ameran and denonintior wed in he comin. 
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Volty enhanc the 
Aiathoed ot sock 
Price spprocation 


‘Adsicrl Fir Reporting ses 
OPTION-PRICING THEORY 


Option values have essential components: (1 inns value and (2) se yale 


Intrinsic Value 


Intrinsic value the benefit the holier of an option would realize by exercising the 
‘alee than buying the undying sock drety- Aa option that pers am employee 
‘$25 stock foe $10 hasan inns value of $18. Am option whove exereie price aul 
coeds he market pice ofthe undertying stock has zero intrinsic val. 


‘TIME VALUE 
Tin diin wo ther ition value, ths leo have ane value due wo the fc ha 
holder of an option does not bave to pay de exercve price uni the option is exerci 
{hy the mather pee ofthe underyng sock may’ yet oan rea addon isc 
All options have tine value 90 long as ne remains before expiration. The Tonge tht 
‘atl expan, ocer things being el the greater the tse value. Fr asta, he 
described above with am ininsic value of $18, might have afar valu of, sa, $210 
sll enn uni the option expres. The $7 dffersnee represents the time val he 
‘ion. Time value con he sub vided int> two compenents (1) the effects of ime ake 
smoecy sc (2) voaility valve. 


‘TIME VALUE OF MONEY 
‘Thetime value of money componca aries because the hole oF an option coe et 
pay the exerese price atl the option = cxerise. Instead he holder cam invest us 
‘where while waiting to exercise the opion. For measuresent purposes, the Uae ae 
money component is sumed ube the ral f earn avaluble on isk fee US. Treaty 
‘utes, The higher the time yale of money, tbe higher the valu of Being able ode 
mnt athe exercise price, 

‘When the andevying stock pays no Jv idends, the tine value of money competi 
Aiference between the exercise price (a futare amount) snd its discounted presen 

say the exercise pice I $30 1 he present valus (discounted at the risk-free ah 

24, the me value of money componest is $6. On the other hand, if the stock pos a 
lend (or expect to daring the life the option) the tine value of money 
loorer The valoe of being able 1o delay py ment ofthe excuse pice would be pally 
ety the cont of fogoing the dividend inthe meaakime. For instance if he sk 
Ing the option just described were expected 10 pay dividends and the discount 
‘vale ofthe expected dividends rece 8: the ie value of mney component in ha 
le would he eed fom $6 10 4 


VOLATILITY VALUE 
‘The Voatiity value represents the pesiblty thatthe option bolder might profi rm 
ket price appreciation ofthe wndeelyiny stock while being expen othe Tos of eal 
‘value athe pt, eer hun the fall yar value ofthe tack. Por example, fk he 
an option to buy a share at an exercise price of $30 might be measured as $7, The 
Drofit om market pice appreciation ts conceptually unlimited. And yet, the plea 
from the stock's vale falling To apprecle only 87 

"A stock's volatility is the amount by which Ke pice has lucuated previously or 
pected Mociwate i the future: The peater a stoek’s volatility, the restr the 
Profit. It usually is measoreé as one starsars deviation of statistical distribution. 
cally ifthe expected annualized volatility is 25%, the probability is approximatly 67% 
the socks yearend price wil all within roughly plus or minns 25% ofits begins 
price. Stated diferent che probably approximately 34 thatthe eaten ska 
‘ill all ous at rng 

Option-pricing modcls make assumptions about the tikeibood of various fae 
_poces hy making assumptions about the tatsca dsribaion offre ik pies th 
‘to accoant the expected volatility of the tock pice. One popular aption pricing mall 

= 


CHAPTER? SimetnedCompenaticn mai Eariags Po Shure 900 


‘Black-Scholes mado, for instance, assumes logon sisteibton, Thi esmmmpion 
ni thatthe sock price cas Hel co fall by half ais double und har large pice 
‘movements ae les hely than stall price movetnets. The higher 3 wock’'s volai) the 
tigher the probability of largo increases o decreases in musket pice, Because the cst of 
Jane decreases is Himied othe options curet valu. atte profitability fom are i 
‘emesis unlimited a option on highly Volatile stock hs higher probaly of large 
oft tha does an option on a es vlae iok. 


Summary 


‘I summary, the fai value of an option i a it ininsc valu pls its me valve of 
soney component plus) is volaity eomponent. The varsbles that fest an eon’ fa 
“ale andthe fet ofeach ae ica im Graphic UAL 
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‘Wha ier rk? cre enema epee ni scl fer a ind 
ee ode 

So pin plane vide popes pn uch) speed mer fat of ees 
‘ck ht eget per, age pct pf mes Ga oe men cote apo 
‘ot ck and compen bw he fae 0 sk apn a be mat De 
‘Sie he eral sepnch o meses a ae, 

Tow Tex Col diteenes bane qualified oto plan ceding ice isso 
im What te he mar dcr eater ers nce a sd mgd pl? 
‘Tear ne of ck ots can te nee compe a cg Wat me ey? 
Sch et ster hae peel ttre eon os tii lk 
‘ea beanie tte employes a aed thc nlite oe nerd Deven ep oppcch 
(ete acant io peroneal pm ik mre led aa 

{IV Conran pane SARS hey cessing exec he SARS eile exanex a 
‘hecho sock eg abe oe eet of ara i a eh ere ha pro bas 
‘Wet sample cata cine? How BS deerme fra compa witha ie apa nee? 
Wie eating be wei rage mane ofcmon har how ne tk inde nd nk 
‘reel Cogae a eine ao a share wi for ny 

‘ite Disrinare ha 10,00 con sae aig a epi he Yn. My 
1, Babe ced 9 aoe aes De Aap, 12 aes wee ae Wt he Meg 
ee mater shares eke 5? 

‘Why tn ee vs ied mene we cabing BPS Ae he hn 
Dicinguh nce a an Sa BPS, 

‘The weary sek tho un 1 err ede et of nk as, ck Ma nd 
‘larson Deere is mod = eps cies EPS 

‘The pleily ave eft femmes cies else i EPS alan byte aver 
‘ond Dott ths mee sre convene 
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Adon ian Ropar se 


Ho iste ety live fe cme prefered uc fice a BPS ello ye 
‘semen eta Hh allie fa they ore le comer 
‘Accmertesecety ay appease we kd ita gh re 
faced smleston wither convenes: Hot shuld oer eerie 
Decomverhie wworer i an EPS cltin 9 ed canyon ate ear? 

Wiemaa Hlacone hase apres a ean of sion manna ha 50,00 cenit 
esa wl beta next yates eying income exe $2 win tha ea 
‘yt any he eect of EPS efor ogely ahi hres tring 
ening nce 0 422 alin? $20 malo 

Dike EPS would te psiey te ame wher conve ers wore cull comet a 
ier 

‘Whe te acc sadn a or fe yg en sch ciel ge 
‘eae er een) Win Wek aeciod rept pr tae tin 

sean HPS umes hase, ws kes! lia ald he rv nce eS 


Fst Lik Servis ramen of 8 pr commen shares eaeutives, suit fre a 
oer ister win tee year The sorrows have a mah pice of 6 per seo 
rade ening tenes, the el confection et pernng wheres hes? Wh 
The etetoncaing nth ser afer the sha oe grated execs? 


Unies erie sock apton pa. Nati! Corti granted otic Say 2008 dae 
secs ope 12 millon crys genre Se win th ea i eo 
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‘You earned early in your study of accounting that two of the quaative character 
aceountng information tat contribu ts relevance and reliability are connsoncy 
‘comparability. Toough we sive wo atic und maintain these nasal porting 
‘we cannot ignore the forces of change. urs a dynamic business environmen. The 
‘omy is inteasingy w labs one. Techn sgical advancex constantly transfer ih 
‘oday operations and the Row of inferstin about those operations, The acco 
‘profession's response 9 the Mud envionment often means issuing ew andar a 
‘uire companies to change sccounig mothod, Oe, developents thin an ty 
the ceonomy will pomp a company to voluntarily sich meth of rccountingo 
vise estimates or expectations. 19 shor, cunge is inevitable. The question the 
‘mater of how best ads change when reporting fncalinfortion {om yar 
Tm the frat part ofthis chapter we difereotateamang the various type of 
shanges that businesses face, with fess om the most mening and eas dart 
to repor thos changes. Thon, in he aes part of the chapter, we dec ou een 
lose related cicumstance-—the correcta of er 


ACCOUNTING CHANGES 


Accounting changes fal ito one othr categorie fisted fn Graphic 20-1 
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‘The conecijn of ah error is another aljasiment sometimes made 1 Banc 
thal i no actually an accountng change bat i accoumed for similarly. Errors oso 
transactions ae elther recorded incorrect) or set reseed a al shown i Greg 
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“Two appeoache's 0 reporting accountng changes and ero crrestons a wed spend 
Ing om he stain. 

1. Using he retompective approach inca! ates sue in previ yarn ate 
‘eine pfs the pact ofthe change whenever Ione sateen ae peste 
gun for comparative purposes. An aivanage of his approach shat it ochieves 
-comparbiliy song nancial statements Al inane atements presented te 
prepared on the same basi: Heer, some argue tha public confidence inte 
{eesti dats afl when urnbers revs pte as commer a 
Ine spree, On the he hand, proponents ape ie nppeite— that's 
‘mpoustbe 1 maintain public eonidene unless the fini sateen are 
seomparable, 

reach year inthe comparative statement ret he talance ofeach ace 
affected evae nother won, hese stesens i made 1 appear a ifthe 
‘evel adopted accounting method had boen applied al along or ht the err had 
‘ever cceire. The jour ey i rated 0 ast all account balances 
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application of hese appechen 


Change in Accounting Principle 


coating sot an exact scence. Mokena judges is ruined to apply a set of pine 
‘Spe concepts and objectives to specific ws of eeomstinces. This means chokes Tet 
hemide. Tn your study of accounting to dat. you'Yo encounred many areas where ehoices 
re mecessiry For example, tatagement ust come whet vse accelerated ur sah 
line depreciation Is FIFO, LIFO, average eos mos pppiate to meone inventories? 
\Woold the compcted coneat oe perectape-o-<anption rethoa es flee he perfor- 
‘nance of rar consction operations? Should We adopt ne FASIS saad early Wait 
Una s mandatory? There te but a few of te accountngcoics managers makes. 
‘You also probably recall ht comsistency and compa ate two fandarestal galt 
vivesharicersies ef accounting nlormation ey aceve he atts of vos 2e= 
snug choices, ee mode. shall fe conse flowet ora year eat. Ths dest 
‘ean thosgh ha methods ean never be changed. Changns ceamstancs might mike a 
Sew mod sor appropriate A chang in econumic comin, forsee, mgt pat 
‘comnpary to change accounting metas Te mest extensive voluntary aceewsting change 
‘era switch by hunieds of companies rom FIFO to LI-O in the mi 1970s or exam- 
le—was esl of heightened inflation. Changes within pee industry, toe can Bead 
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company lo switch methods ofien to au ts new technology or to be consistent witht 
er in te industry. And of courte, change might be mandated. This happens when te 
FASE ieues a new uecounting standard. n 1993, al firms were required fo switch fam ac 
ounling for income taxes acording to APH Jo the method preserelhy SPAS Fr 
These reasons, pot uacompon fora compaay 4 switch from ene accounting meth 
anther This called + change n-aecvnsting pine, 


DECISION MAKERS’ PERSPECTIVE Motvation for Accounting Choices 


nol be nice vo hin that ll accounting cojcas are made by management the beta 
terest of fair and consistent financial reporting, Unfortunatly, other motives intuence 
‘chovces among accounting methods and whether to change methods I has been sige 
tate effect of choices on manager compensation, en exiting del agreements sm 
‘uno negotiations each can affect mana=ment’s selection of accounting methods Fr 
‘stance, research has woggested shat manavers of companies with bonus plas ae more ily 
tw choose accounting methods tht minimize their bomases often those that insease ne! 
come)" Other research has indicated thal the existence and narare of debt agrcements al 
other aspects of i's capil structure ca influence scout choices? Wheater aca 
‘pay is fecbidden (ror puving dividend i tzined earings fal below a cera eel, 
fetample, can affect the eboice of accounting methods 

‘financial acalyst must be aware thet dilfeent aceouating methods wid by dies 
firs and hy the same Firm in different years complicate comparisons Financial a ft 
example, wl difer whe cfferec accounting methods ae used even when there rer 
ferences in ainibutes being compare. 

Investors and creditors als shouldbe olen to ratances in which companies charg 
counting methods. They mast considers nly the efferent camparabiity bt 0 
hidden mtivations Fr raking the changes. Are numagers eying to compensate Cora 
‘um in setual performance with w switch lo methods that arifcally Ina report 
‘ngs? Ie the fin in danger of violating debe covenants or other contractual 
regarding fnsncil portion? Are excents compensation plans ed ta reported 
measures? Fortunately, the ature and lect of changes are reported in the iets 
rents. Although ajstcaon for 3 chasse i provided by mangement alt dou 
‘wary of accepting the reported justification at face value without considering a posal 
en apenas, 

‘Choices are not always thos tha tendo increase income Ax you leamed in Chapter 
any companies ne the LIFO inventory method because it reduces income an 
‘duces he amount of income aves that mabe pod eure. Als, some very gn 
‘ble companies might be reluctant to rept high income tat might render them Ul 
to umion demands, government regulon, or higher faxes * 

“Ancier reason munoges sometimes choose secoutig methods that dont 
‘increase earings was mentioned ealior. Most managers ten to peter o rept eames 
fotlow a egula, smooth rend from year io yes. The deste to “smooth” earings mens 
‘ny atlempt to manipulate earnings by ehvoning accounting methods in ot away 
ticeton of higher income. Insiead, the Corce might be to avoid ne earing 
Tay those with wide variations from Yer io yeas pater that might be interpreta 
lye as denoting a risky simaion, 
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‘Obviously anytime managers make accounting choices for any ofthe reasons incase 
bere, when te motivation san ebjetve ote than to prove wef information, earnings 
‘alty suffers As mentioned frequently throughout thin! earings quality refers othe 
Ait of ported earings income) ¥o predict a commpary’s fire earnings. 

‘Letom ou aention now 1 stations involving changes in mad apd ow we ac 
coun foc those changes. 


‘THE RETROSPECTIVE APPROACH: MOST CHANGES 
IN ACCOUNTING PRINCIPLE 

‘We pon most voluntary changes in accountng principle eeoapestvey” This means ie- #102 
tng al previous perio’s nancial ststerets a if the new method had teen sed nal 

wi pends. A exampt is provided in Mustain 20-1, 


1. Revise Comparative Financial Statements. Fora: yearepoe in becom 
stv satment, Ai Pars makes those ssements appears the newly adopted secount- 
‘get (FIFO) had ben appli al along. As you Iain Cpt , consistency is 
mcf the weportant quoblaivecharictestcs of accemstingvlormaion. Wie sects 
Changes occur the wefulnss of the comparative Finacial serene senhancedl with = 
‘spective application of those changes. 
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Inventory. Ins comparative balance sheets, Air Pats will eport 2006 inventory 
‘newly adopted method, FIFO, and also wil revise the armouats reported last yea 
2005 and 2008 inventory. Each year inventory il be higher shan i would have fe} 
LIFO. Here's why: 

‘ince the cost of goods asuilable for ale each perio inthe sum a the cox of goo 
and the cost of goods unsold Gnventory, 2 difference in cost of goods sol! resulting 
‘having sed LIFO rather thas FIFO mess there also sm apposite diference i inven 
‘Because est of goals sod hy the FIFO method is fest than by LIFO, inventory by 
_greaer than by LIPO, The amoants ofthe differences and alto the cumulative 
‘over the years are clculted in Mustration 20-14. 


Retained earnings, Similarly, Ai Pris will report retained earings by FIPO cach 
‘axel. Retained carningsisciferent because the two inyestory methods alec sca 
‘eealy, Because cost of goods soll by FIFO i ess than by LIPO, income and thee 
tained cams by FIFO are grewter thas by LIFO. 

‘Compusalive balance shes, then, wil yet retained earnings or 2006, 2005, sd 
at amounts $276, $240, an $257 milion hyher than would have ben reported if th 
‘rom LIFO fad not occurred, These are she cumulative net income difference sown il 
Tustaton 20-14 


Statements of shareholders’ equity. 


‘Recall that a salement of shareholders’ eguity repors changes that occur in etch 
‘er equity acount starting with the beginning balances in he earliest year repo, 
‘eines earnings is on ofthe accounts hose balance requires adjustment duc toc 
Jn accounting principe (and it usally is), we must adjust the beginning halancs of 
‘earings forthe eatest perio repored i the comparative statements of sharcholde 
tity The amount ofthe revision isthe camative eect of the change om year rio 
dale, Air Pants will evise is 2008 begining retained earnings since that's he elie 
in its comparative statements. That balance ha heen fepored in prior stent 
nuillgn. 1 FTFO had heen used fr lavery ther tha LIFO, chou wa bah 
‘ger by $180 millon as calculated in lastaton 20-1B, The diselosure nove peniig 
the inventory change should point ou the amoun of the adjustment. The January 12 
‘euined eamingstalance reported i the comparative statement of shareholder 6g 
‘ow as been adjusted fom $700 millon 0 $880 lion, 


2. Adjust Accounts for the Change. Hesides rors wevised amount in tbe cou 
ative financial stterents Air Parte ms also adjst hs book alonces of lected 
‘Stuns Ht does fo by erating 2 journal entry to change thove balances from thee current 
Snows (ftom using LIFO) to wat those balances would have been wing the newly 
sith (FIFO), As dices i the previ cect, diferences i ost of goa 
and income are efeted in eained eating ak are ths income x effec of changes 
‘nincome So, dhe journal etry updses inventory, retained eng anda nce a 
ality for revisions resin fom diflerences inthe LUO snd FIFO rcs poe the 
Sich, re 2008, Repesing a pontion of the cleuaion we mac in Masteation 20-14, we 
ermine te dferenes in cost of woods sold and therefore in oven, 


ona 


20052004 _prea004 _prea06 
‘samo sa08—«,000 
pee et 
Ss 54 | Fam sa00 


ference in cost of goo sali also is the difference = 
‘wcen the lance i insetory ad what tat hance woul! have ben if the FIFO method. 
rather than LIFO. had been ws before 2008, Lavenory musi be increased by tha mount 
Retained earnings mist be incest also, ut by ony of thal noun because income 
tates would Rave hoe higher by 40% ofthe change pees nore 


‘Notice tat the income a effets reflected in the dere income wx ability. The ea- 
en ethan secounag mtb ded or ax purposes cam be changed rewospetively fe 
‘oe year, The eral evenve Code fegutes tht txesycd reveal (S109 milion 
{hi eas) from having used another inenry method ras no he repaid (over no longer 
tani yea) Racal fom Chapter 16 that se meantime here a emporayeiference, 
reflected inthe deferred ak tity 


— 
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3. Disclosure Notes. To achieve comsistensy and compatability, accounting 
‘ice made souk! he consistently follow! fom year to year Any change, ten, eae 
the new method be justified as clearly moze appropriate. In te Fist set of franca. 


tha not hoe made because i mprocicable, acd teport ny er share aman 
fo the cucent period and all prior pens presente. Disclosure of rece ch 
Miiacro en is 2006 ant epoxides ws the example shown in Gp: 


‘THE PROSPECTIVE APPROACH 
Alnoagh we usally report Yoluniary changes in ascounting principles retrospective 
‘ot alays practicable or appropriate to do $0. 


‘The Prospective Approach: When Retrospective Application Is Impractics 
‘For some changes in principle, insufficicnt information is availabe for rerospectve ap 
cation to he pesicable. Revising halancos in prior years means knowing what thos 
‘ances shoul be. But suppote we fe svitching fom the FIFO method of iaveniory costing > 
the LIEO method. Real rom your sty of inventory costing methods that LIFO inven 
consists of “layers” ued in pri years at cons existing in those years. Hanae 

tna been used, though, the conpany likely hast kept tack of dhe cons, 0, ac 
reconls of pict yes usually are inideyuate to report the change retrospectively. 
«ase, company changing to LIFO usatlly epors the change prospectively, nd the 


all future LIFO calculations. Footnote disclosure shoul indica reasons why 
Spplication was impracticable 


[CHAPTER 20 Aeearung Champaran or Castine 1017 


‘When the Books Milton, Ine. adopted ths LIFO cox ow asungion for yalsing its 
inventories, the change was pore! i ts 2004 anal por sown Gre 20-4 


Wihen itis impracticable te determine some pericd- specific effects, A company 


my have some, but not al the infermatin it eed accous oa cha especie, 
Fr instance, e's sy acompany changes tothe LIFO iavertry ethad efetive os of ie 
beginning of 2006 Irhas nfersaon thst wuld allow i ee al ete ad ale 
Ine bis ofthe newly adopted meno fr 21 in comparative statements, tut not foe 
2104 that ease, tbe conpany sould rept 2008 treme mounts (evs) ad 2008 
‘een amounts (reported Tr de fs me) tase on LIPO, nt not reac 2 ners, 
‘hes, acount bales sould be reospetsay alate the beeming of 2005 since 
thas the ees date spaces to dw, 


When iti impracticable to determine the cumulative effect f prior yours. A= 
‘ier possi thatthe company dosn't have the iorsaion neceuar to reonpe 
tis aust veined earings. ut does fave information tht weld allo fo revise all, 
‘set a Tae frome or more epic years Les sy the record ue 
‘ter and sles are not availabe for sore previous year, wich would lave alowed 16 
‘ermine he euattive elect of applying dis change wo LIF0 vetwpeetvely However 
‘tdoes have ll ofthe information secesary apply the LIF meth om prompective 
Sishepnning in sn. 2008 In hat cate, tbe Compny shoo ert mer fr eas eit 
‘ing 2004 a ft ho cried fern the 2008 ening bale iene ean on 
the previous invetery costing bis) and hon hat hepun spying LIFO a of lary T 
2001 Of coure there woud be ao austen tana ering oe the cma 
Come fest mot sing LIFO pe ota 


‘The Prospective Approach: When Mandated by Authoritative Pronounce- 
ments. Another cxzeptin tn ezospcive application oa changes in asco 
Brteiple is When an FAS Stalement  anoter authorise pnaaunerscat teatites 
Inmpeetive application for speifie changes in accountng mcd. Fo wstance, for 3 
‘ange tom the equity meth to another method oF accourtng Tong tem iestrens, 
APM Opinion 18 requires the proxpestve application of he ne method Rec rom Chap 
‘12a when un tnvestr’s vel of inloeoe elanges, ita be secemary to change tem 
fe equity met to amor meta. This could bappe, fir instance a sale of share 
«aust investor's owner incest al Fo sa, 295 bo 19%, reign the ety 
‘eho no longer being seperate. When hss apg 0 adjusted ade 1 
"te emining caring amount ofthe investment Insad, the ety method i simply die 
‘timed nd the pe meth applied frm tenon. The hance inthe avesiment aso 
‘en the equity method is discondime would serve as tho no sa” Bas ewig the 
‘yesiment op or down oar value on the nex sto inane! natements, 


Guan: 20-4 
Diclonre of «Change 
‘SUF Boots 
Mion, ne 


1O1E SECTION Adon Fini Reporting hase 


‘Joint goal of Un FASB andthe Intemational counting Stands Wood sto iaease 
‘convergence of US. and intertiga! fran reporting standards, Requiring rsp 
‘ve application of changes im accounting prince an example of adaping U.S GAAP 
‘to aehieve uniformity i this area Porto 2008, the practice fn the LS as in present 
‘ior TnanealSatemet ay previously cepted and tt weport the culate ees of 
hang in accounting principe a3 fine tem the ineame statement of the change ea 


Wescmunt fers ‘The Prospective Approach: Changing Depreciation, Amortization, and Depla- 

tion Methods. 4 chance in deprecution methods is considered to be a change ita 
‘counting estimate that i achieved hy a change in accountig principle. As areal, We 
‘acevo for such change prospectively —procsly the way We account for chang 6- 
‘ates, We siseus thet approach inthe next seton. 


‘xounng estimate, 


Change in Accounting Estimate 


© 104 You've eocountered many instances during your study of accomnting in which i's reseaany 
to make etimaes of uncertain future events. Depreciation, for expe, entails sinter 
‘only of th ust lives of depreciable sels, tt their anticipeted res vals ell 
Aoticipating uncollecibie accounts receivable, predicting Warranty expense, soren i 
Taugble asset, and making actuarial zssarptions foc pension benefits ae but few oe 
secounting ts that egule etimates 
‘Accordingly, estimates are an inbereo aspestof accounting, Unfortunately, hough eh 
‘mates routinely tum out fo be wrong. No mater how eaeflly own facts are mses 
and forecasts are prepured, new informovion aod experience frequently frce the eve ol 
‘estimate. Ofcourse if Ue original eaiae was bac on erroneous information crc 
tions or was mot muse in good faith, che reson of tha estate consttates the ererecion de 
‘Achungein stints Changes in accounting estimates ae accounted for prospectively. When a company 
ses a previow estimate, prior financial siaements are nor revised Instead. he comigsny 
Imerely incorporates the now eximaie i ny related aescunting determinations fn tek 
fhewre peteoe ‘So, it usualy wil affect some aspects oF ot Un balance sheet and the income tater 
the current peri an fate periods, © disclosure note shoukd describe the effect cfs 
change iv esate cm income before exraodinary Kents, et income, and elated per 
mounts forthe cent peo 
‘When Owens-Corning Fierghuss revised estimates ofthe wet ives of some oF 
rable act, the change was disclosed in is annual report as shown in Grape 20-5, 


Gramc 20-5 
[Change in Estimate — 


none Come 
Fibeglse Corporation 


‘An exumple of another change i esis pravide in lustation 20-2, 


‘The aftertaste the cage in eimai ilo [$300 milion x (34 ~ 256) 
= Si milon, ss 404 of $3 milion) Assuming 10 lice attanding hares of comin 
Sek. he eects descned na disclose a othe finan lle a oll 


‘CHANGING DEPRECIATION, AMORTIZATION, AND DEPLETION METHODS 
‘When a company acyuies an asset thal wil provide benefit for several yet, allocates 
‘eco of he ase over the asst’ useful Me f the asset «bldg epment or her 
‘engble operational ase, te allocation proces is called vaprecianon. I's oered a8 
smoraznion If a tangible ase o depletion a uatural source teach case, esas 
tne eset to the allocation proces, How log wil benefits ccrue? What willbe the vlne 
fe aset wea its use is isconcinuod? Wil the bones be called evenly over the asl 
Iie or wil hey be hghe i wome year shan in bes? 

‘The choice of depreciation meld and application reflects these estinaces, Likewise, 
when a company changes the way i dopeccstes an ase nse The change wold Me 
Frade reflect change in (a estimated fare Bevis fr the ast () the pater o 
Ceivng those benefits, oc) the companys kale abo hose benefit, Fr instance, 
suppose Univeral Semiconductors engialy chose an accelerated depreciation method be 
‘ine i expeced greater bees inthe earlier years of an ase' ife.Thon 10 Yeas ater, 
te it hecameappazeat that remaining benefits would be ‘elke approsimaiely evenly 
(er the remain wef Me, Univeral Semicoadictr sac he wo stighlin depres 
tom Eventhough tbe company is changing is depreciation mode doing 5019 eet 
‘changes in its esanatey of ure beefs As a result we cpu a change i depretation 
tet ew change in etna ae than a8 change i aout pine. 

Forthiseasn, a company reports change in deprecistion method say stsight in) 
wospectively peeviows financial statements are not revised. Instead, th company simply 
Employ the sniht-line method from then on, The undepicsd cont ema te ane 
tthe change woul he deqwecined straight-line over therein wf Me, Matai 
30-3 om he next pa provides an example 

‘sa change in deprecation method a change in accountng pei, ori ita change in 
simate” At we’ ve erm ll ven thong ts edd to let change nent 
"le and is accounted fo as Sach, achangs to anew depreciation method rete he eo 
pny 10 justly the ner metho at bung preferable wo the previous method, just for ay 
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Genre 20-6 
‘Change in deprecation 
‘mathe fr rely 
Urguved assets—fohm 
‘Sed ase Company 


(abingll between 
2S hange n priate 
Sede chonge 
‘Site the crore 
Sroud bo tested 
‘ange nestimate| 


‘Aden! Prana aporing uetos 


Unites Se conductorsanitshed rom he SYD seprexiation method to righted: 
{Gaton in 2006, The change allecs is presion equpment pursased atthe bogey of 

2008 a a coat of $9 rien. The mechs hi ar snpected useful feo five years end 
cetmstad resus value of 63 allon. 


Undepreciated eset, Jan 1, 2006 
Estimated rele! value 


inmntions) 
3 
Aeciralate soprano data faledatd stop 36) 
sr 
a 
‘To be depreciated over renening 3 yeas i 


‘annua sraighine depreciation 2006-2008 
‘Adjusting entry (2006, 2007, and 2008 deprecation) 
Deprecation oxcence(eiiataa above), 

(Accumulated deprecation seers 


aber change in principle A disclosure note vould justify dat the change is prefered 
eserbe the effec of change on any financial statement fine items and per share uma 
affected forall periods report. 

Tr practice the staation arises nfeqsnty: Most companies changing deprecation 
‘sd nor apply the change o existing asses, but instal to asets placed in serlc ae 
that date. In those eases ofcourse, the new mathod is simply appled prospectively (ie 
Graphic 20-6) 


Sometimes it's not easy to distinguish between a change in pip and a etengs in 
mal, For example, fa company begins oeaptlie rater tan expense the cost fo 
‘use ther benefits beyond one year ke-rme apparem, the change enue consud 
‘thera change in principle ora change nthe estimated fe ofthe age When the 

isnot possible, the change should be ueated asa change in estimate, This deatment ao 
ropriate what bach a change in principle and a change in estimate oceur simulans. 


Change in Reporting Entity 


‘reporting entity can bea single company, or i can be a group of companies tht ports 
single set of financial statements. For cxample, the consolidated financial saterets 


Po 


‘unpre 20 Aesuring Chapa Ever onections 1081 


‘Philip Mors Cos, In. repr the financial postion and rest of operations no nly for 
te prent tobacco company bat aso fo its subsidiaries Which include Krat Foods snd 
Mille Brewing Company. Somstines. chang occu hat xsi the nancial samen 9 
ethane of ifn peti ety The insuce of SEAS 9, “Consolation OCA Ma 


‘ont financial atements now clo ts Finance susitay MAC. a pact te 
Suing ei Achange in reporting ity eas ssa 1) pening ok 
St Socal waren a Hef emo ril empunes or) changing 
selec conti Wh coud rated at 


IN gs a repitlagedat Were We ecsley al ets pote nt 
pets if the ne reporting eotyexdsted in those pried In he Bs st cf nancial 
Satements aftr the change, dsclonie ate should decide dhe ane ofthe chaige hd 
‘he reason itoccuned, Als, the efed a he chnge on pet income, come ele exta 
‘lary ers, an felted por share ams should be nde or al pied presented 
‘These disclosures ae Hecessry in sutsaqieetfinaneal sateen Mele Packard 
‘Company changed the composition of is eporting entity i seapense i SEAS 94 and de 
vetted tie way 


Error Correction 


“The corection ofan eroris aot acully an esoanting change but isaccoune fr slay. 
Infac is account for etonpectvely ike» change ry epating ey ad UL cot 
‘anges In accounting pape 

‘More speificly, previous your financial statements that were incnrect a aren of 
ie err are retonpetivey estate ta reflect the comeson. Aa of eae, any acco 
‘lanes that are nore. esl of he ero are comet Py aoura etry retained 
eangs ine ofthe incre secon the ometion septa pir pio ast 
‘Hem wth begining balance a saeren of steelers cout or aemeat ened 
igs i ths presente instead) And, as fo aceounling changes, a dslesre le 
‘evel to describe the nature ofthe eror ad the input of ts soreation om pets. We 
‘iseuss the cecion of eer n ene deta Pat Bf thi chapter Bat i, e's com 
ceo apes xg emi hag or comet Cap 
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‘A compusisoa of uccoumting treatments is provided by Graphic 20-9, 


{Gnavinc 20-9 Accounting Changes anc Errars A Surumary 


NcEPT REY 


EW EXER 


‘Meslern Business Machines sroenly conihesed a extensive review ofa secon sa 

porting policies The flowing ascountiny changes aan outros of tha 1vie: 

|, MBM has a patent on a copier design. The patent has been amore on a stright a 
‘ais sine it was acquired ata cost of $400,000 in 2008. Durie 2006, Wns ids 
thatthe benefit from the patent would he experienced over a total of 13 yean mater 
than the 20-year legal ite now being sed to amortize its cost. 

2. Atthe beginning of 2006, MBM cased its method of valuing inven fo he 
FIFO cost meth io the average cos! meta. At December 31,2003 sl 200, MIM 
Inventories were $560 and $340 rill, respectively on & FIFO cos basis but wal 
‘have totaled $500 and $490 million, respectively, if determined onan average cot 
basis, MBM's incom tax rate i 40% 


= 


Required: 
‘epare all journal ates meee in 206 related each chug. lao rely debe any 
‘ther mcasines MIM woul ake in connection with reporting the changes, 


{Change mesma ‘Sownon 


{alelaton of Annual Amartetion after the Estimate Change 
$1001000 Cont 
$2000 ‘id amalamorezatin 200,000 + 20 years 
%:3yeure 40.00) Amortation wo date (203, 2004 2005) 
“60000 Unamored east 
10 Estimated remaining ie 13 yours ~ 3 yeaa) 
$34000 Now annul omertzation 
Adisclosure ole shal deere the effec chung simate on rae Detar 
strandiry Hr encom, and elated per-share un or he cut pd. 
2 Guunge te prime 
"MU creates a jours exty to bang upto date ll ecu lanes alloted. 


‘armani sporting popes, but ot for at, MBM is sco=pedvely decreasing 26 
‘ounting income, ht ot axable income This creates ater) elfrence betes the 
"wo that wil ever over ime a the unsold invenioy bev cot of gods sad, When 
lbathappens, eka income wl be less than accousing cee, When sable income wl 
be lees thin accountng income ts temporary difeence reverses, we have are de- 
oct argu” and yor deere ta ae. 

Also, MBM will vse ll revous period's financial statements in this case 200) a 
‘be new method (average cost) wee Led those pera Tn thors for ech yar in 
lhe comparative tterments pared, the bale ofeach account fected wil be ved f 
Inpear atthe average meth ha been apie al along. 

‘ioc etuied earings i ene ofthe accounts hone alas request (and it 
say i), MBM makes an adjustment ote beginning alam of retained earnings fr the 
“ae pert 2005) repre athe comparative statements of sharetoer" euity Alse, 
inthe ist set of fiancial statements er he change, dle mote exces the ate 
‘ofthe change, jain management's decison wo make the change, and ince eet 
‘ate lem aflecte i the final ate. 


pares Eaareky™ 


CORRECTION OF ACCOUNTING ERRORS 


“Nabody's perfect. Repl mike mises even scountans. When ators are diaeavere, 
cy shouldbe comet "Graphic 20-0 dese he sap De ake comet om ero, 
‘heft the eri me,» 


‘Tinie tart emir” pany 6 ero ew oa eeagecemeng os 
een tate eae 


— 


Feta earnings 
Forts the avers that 
‘se changer 
(otsinad eninge 


Addl Freel Rearing bes 


Prior Period Adjustments 


Hefore we se these step appli tthe erection an errr on ofthe tps rep 
‘raion As dicused Chap thecovsshon of ras he mote comeen fo 
{tations thet are onside be prio pene adjustments A por period 
{oan som to or retion ithe becinnng tetaied cmings balance in tenes 
Sharcboldes' egy (or salemen frac caring ats pee stead 

Inan eater choper we stat aster of sbrebde! equally Oe ms 


‘eas as the beginning balance the follwing yeat. However, inp reporting 
Amount nigh eaise misundestarding for someone familie with the previously 


iscoveted, would incinde a prior pen austen as shown below: 


STATEMENTS OF RETAINED EARNINGS 

Fr the Years Ended December 31, 2006 and 2005 
2008 2008 
iatance a Begining of year  yang00 sean 000 
Prorporied sdysimert (20.00) 
Comectacbatnce ‘sm00 
Net Income ‘soncoo © _40n00 
ess: Dividends (200,000) 20.0) 
‘Balance at ond of year 


‘aterm etc tt te mee a pn ng a 
Soetatiarn Sx Pr eat ct tc Ben 
Serhtnsceamneurmvennaar aneemkane fea stowed ary ota eee 


oe 


CHAPTER 20 Acsng Charges ond Er Comacions 1085, 


AL cast to Yeas (as nour example) and cen thee yes! statements ae eporte i 
comparative fname tatoments. The pice pied adjusts! applied wo begining = 
timed earnings or he yr following teen, forthe caret yer hegre the 
ump nea staments ie the etre acc pio othe cries year eset 


Error Correction Illustrated 


No le discus these procedures caret eros in the coe! of «valet of he mnt 
commen type of erm Sie Bere are erally themed ein, i ot practical 
dese every era i every stage trdiconery Hower by appv he proces to 
ihe kimatins deserted helo, you sould Recomesfficet comfertahe with he press 
‘hat you could apy ito whatever altation you might encoaster 

“As you study these cumple, be sa oie tht significantly mee complica to 
eal vid an errr i) Hatten ineme inthe epmtng pie! in whi oer an 
(iyi mx discovered wl ates period 


[ERROR DISCOVERED IN THE SAME REPORTING PERIOD THAT IT OCCURRED 
Yan accounting emoes mae and discover he sare aeseiting peti the erg 
‘unc eney shoul sinply be everest the appropriate uty record, "The poss 
sare iit. Lets look a the one Mstracon 20-4 


cans 


Iam er dd or sft ne income a the year it eccure,i'eltvely easy locos Ex 
smples ae incove ly econding salres payable ne accounts ayabl, ecnding xs a8 28 
apemesorlasiyng cash was en vesting activity rae ha Huaeing act 09 
tbestrement of cashflows A 2005 restatement by Kirktands Unc epdael in Orphic 
20-1 provides am example: stration 20-8 ponies anehe 


Game 20-11 


eer Careetone 
iad ne 


SSSearticienhientoackncnen ree 
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10% sections 


‘uusreanOn 20-5 

rer 

Provout Francia 

Stamens but Not 

Net Income Sin 9 
stop? 


sues 


sup 


Addiral nancial ting 
[MDS Trarportaton ncrrectyrecordad $2 mllon note recevable as accounts recs 


(Sins) 
2 


ERROR AFFECTING A PRIOR YEAR'S NET INCOME 
Most error affect net income in scme way. When they do, dey afc the balance vt 
wel: Both statements sous be retrospesively restated the samen of eas hows 
times is affected, foc. As with any eo al incorrect secount balances must De 
[esause these eros affect inceme, onc of the Calances that wil requice corectng 
tuoned earings Complicating matric lanes len are actly income ere 
those cases amended tax returns are prereither Wo pay aia tae rt chin 
‘end for axes overpaid 

In thsaraion 20-6 (excep indice), we ignore the ax effects f dhe ero and he 
orrcton o allow us to focus onthe eres themselves rather than ther tax aspect. 


‘Eoin fr the $ret lee prt pra te bang of 28 
Eisner acu Vets egret as otonsan ae sour 
‘dala maby Sra 


“The cfc most errs dillerent, depen oa iehen cco in dscavered. Kore 
sznpl the exo lnatration 20-6 no ccevere am 7, rater than 2006, ae 
ulated deprecation would he understated by atother S14 milion, oe atta of 34.2 
‘lion. fat discovered un 2010 after, no coreting ery all would Be needed. 1) 
‘hen the sum uf the omit depreciaon amount (1.4 milion * 3 year) would ual the 
expense incorrectly rece in 204 (57 milion) se retin caning alice would be 
these asf the cror aver had occured Also, he asset wold have been dpsed if 
‘te wef life ecinate was corect—y0 neither the equipmen nr aecumulates depreeation 
‘oul ned o Be records OF course any stents OF pie years that Were affected and 
{emp ai compute seem il el est aed Tote wal 

‘Most or, infact venta self-cormet. An example of sn uncommon instance io 
‘nhc am cror ner sel-crrects woul fe an expense cova! deed fo he costo and 
Because land dosn't depreciate erot wou etna wi the land so 

‘Soume ect correct henseyes te flowing year Fr instance, ia company's ending 
lavenory i ncmsecty ated or eerie misiated, dhe come statment WOuld be 
‘ero the yea f th cor andthe following Yea a te alance sheet would be icone 
‘ecm forthe year te eror occurs. ier hat al scout balanees willbe erect TRS 
‘Emons in Maton 2-7 om the nen ge 


‘Abtionl Fanci Reporting nee 


In ery 2006, Overeear Wholetale Supply icovere that $1 millon of inventory had ean 


(Other enor corsctions that enefit from ns analysin are the overtatenent 
ing inventory, the overabtement oF vivcrsatement of beginning inventory, 3a ema 
‘recording merchandise purchases (0 fem), 

‘An etoralko would occur if revenve or an expense ie recorded inthe wrong 
period. Mustation 20-8 onthe next page offers an example, 


‘Aso second-year accountant for MeCurmack Chemical Company, ou were exe 
named asitant manager of the Duricultral Chemie Dison, After two wel 
_your new postion, you were supersna the year-end inventory count when 
rranage, mentioned that two ealonds oF hebieies weteonited rom the coe 
‘should be added. Upan checking, you sani your understanding thatthe Wen 
‘question had been deemed toe ursaleable, “Yes your manager agreed “but wel 
‘that off net year when our botion line wor’t be 0 ere! to the continod 

the Agrcutral Chemiate Dison. Js and famies depend on eur dvs show 
this yea” 
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{200 Cerrone Compary covered ha $3000 of merch ed) als he 
lat wet of 900 wae rt ected ntl he eat wank of Th mCi be 


Spores eno om 2008 endg veer 


(Sin 0008) 


2005 sie rst cera recorded i 2006, 02008 rut come was undereaec 


"Reraied eamings 2 * * 3 
ete pees ee ha tbe reed he coreg ry wou 9 
{eshroacemne acon vtn han sesame 


Graphic 20-12 ihusrates how Benihana, oe comete i ancal seme fot having 
lacey expensed lensed Improvements sa sce on eed properties it pas oar 
Benihana Was ooe of hundreds of fies making sila comston in 248 following Seam. 
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CHAPTER i 


The Statement of Cash Flows: 
Revisited 


I FINANCIAL REPORTING CASE 


Where's the Cash? 


“Wat do you mean you can't ard 2 wage in i 
ease" nion negutitor Vine Bar noe 

‘We veal ten your ineame statement You a 
reeand emis hs ya” 

Thai the fit ay of pegtation withthe 
nrpamys union tenes, Ae company 
tlie yoo gang to be yp va > 
‘pln the company’s pasion on the fiancic) 
fepects of the negotiation. fact, youve 
Town for sme time frat 3 ental point 
rtentan would e the meats increase 

this years pois afer thre eis lve oe ui ting eamings Nat esi esate hat he 
amp hes nays used acca depreciate’ wut wie il began pacing in ye 3c 
‘irl higher pices than cst sever Years Dk, 


QuesTions 

1. What are the cash Now apes the ution that MiB may be overonking in making hice Yor a 
sage incense? How cana comeans operators enero 3 heaiy poi and yet produce meager 2 
‘rem pegetie coh ows! age 1057) 

2 What nfemsian ca atone nf ash spre bout» company investing Atv hat 
Uieseful in desi such 2 i gage 188 

3. Wat inermation cana tater af eas Hons pr aout a empamys Hnancng ati hat an | 
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THE CONTENT AND VALUE OF THE STATEMENT 
OF CASH FLOWS. 


DECISION MAKERS’ PERSPECTIVE—lUsefulness of Cash Flow information 


‘A fund manager of « major insurance company, considering investing $8,000,000 in 
‘common stock of he Coca-Cola Company. asks herself: "What ae the prospects 
Givkdends and market-pee appreciaioe” Will we gota return commensurate wit hee 
‘ad risk of cur investment?” A bank olicer, examining at aplication fora bites 


“Ta ke these penjcetions, deesson makers rely heavily em the infrmation report 
peti Financial statements In the final analysis, cashflows into and out ofa busines 
{erprse are the mot fumdamental everson which investone and creditors base the 
sons. Naturally, these deisions fous or de prospects ofthe decision makers esi 
‘eins from thee dealings withthe firm. However, tis the ability ofthe fim 1 
‘ath ves to te that ultimately determines the potential or cash Flows om th firm 
faveaers and rit 

"The financial satoient hat hay bee the faci of your sty in ealice chaps 
income statement and the balance she=i—ofer information helpful i forecasting fi 
‘aa generating ability. Some importn’ quetion, however, ate not eal answered 
the information these statements provice. For example, measinaful projections a 
uy’ future profitability and risk depend cn answer to such quostions as 

In what eype of wcities is the company investing? 

‘rs thi cis bag anced th 7 ih egy? by ext ene om 

operations 

‘Ar felis being acyuied o acconynenate fture expansion? 

low des the amount af eash generic Gr eperations compare with mt 


Cash Inflows and Outflows 


‘Cash continually dows ino and owt of an aetve business. Businesses disburse ca 
‘uire operational assets fo maintain o expand productive capacity. Whea no Inge 
these aisets may he sok! for cas. Cass pid to produce or purchase inventory fer 
‘wel aso pay forthe expenses of selling these goods, The ultimate outcome ofthese 
ing activites san inflow of cash. Cssh night be invested in securities of ther ms 
Jnvestnenis provide ea iaflows duty Ue iavestient peso kn the fers OF 
literest and athe end of de investnen: period wheo the securities ae sold. T ise 
finance their operations ims sel tock andlor dequite deb, Cash payments ae a 
sfvnlends to sharcholder and nterext w redtor- When debt repaid or stock rep 
‘us lows gut ofthe fir. To help you visualize the comin process oF ens 
ash poyments, that process is disgramc in Graphic 71-1 The sagram also pre 
‘way we will er classify the ca flows oa a saternent of cash Awe. 


Se 
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CASH INFLOWS 

Operating Action vesting Acting Financing Actoies 

‘Cass recewes Sule fo cts lasuance of stock 

fomrevenucs "Suptivesmentsin nuance of bond 
‘mies sod ote 
colacione of ane 


‘eces eputchoe foto 
teeters ‘payment el debe 
cast ouTRLoWs 


nha this stsotrent nf eh lows a ah of inlomation that investors ad 
‘raitrs requir to make educate decisions. Much ofthe value o the underlying informa 
tin eve by the can loos sot whom reported only oliety by the balance est nd 
the inne statement Each enh ow eventually impacts decison makers by affecting tbe 
falances of varios accounts on he alace shoe Als, many ofthe esh fows—those = 
Ise io income: producing stivitis—are represented om he Income staiement. Hower, 
they ate noc neces epocedin the peta the cash ows uur Because the income ste 
men peasines actives 0 an acral basis, The same of cas ows ils de 
tion gop by tepting the cash ows dict. 


Role of the Statement of Cash Flows 


Asttement of cash lwsis shown in Grape 21-2 The creat sal eas noe and 
‘ash outflows ding the reporting pid. To enhance the informational vale ofthe presen 
‘avon, the ash Nowe ae assed ucconfing wo the nate the actives tht ing about 
‘he ca ows The tne pritaryextegores of ash ows (1) ca ows fa operaing 
astvies, (2) cash lows fom vesting eivien amd (8) cn Hos om financing atin 
‘ies. Csifyng each cas how by scum (operating, investing o inacing ais) x 
‘more informative han spl sting th various cas flows Nove, 00 tha he moni 
‘esting and financing actives investing and financing stv tes that do nox det in- 
ease or decrease caub—also ave reported. LSB Steen 95 requtag the statement 
‘ash ws was esd in det expose to FASB Comeept Statement J. wich tes hat the 
‘imary objective of financial rpoting i 0 “prvi inlormation fo help tests ond 
son, aid thers acess the amounts, ming, and wiceraity of prospective net eas in- 
‘os othe lated enterpie”" 

“Many companies have experince ankrupty became hey were unable to generate 
‘cet cash 1 ast thee ctipations, Doubles, mony iysstors in the steko these Tes 
‘would have been spared substantial loses if the nancial ements had heen designed 10 
foresee the ath ow problems te companies were expen, A prominent Mluseain is 
the demise of WT. Geant ding tbe 1970s, Grant, general etal ithe days before 
tall, was a ne chip sock off time. Grats atemet changes i fnancal pte 
(the predcesssor of he attewent of ca ows) Yeported wv eapta rom operons 
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Grarne 21-2 
Statement of Cash 
Flows 


$46 million in 1972. Yet if presented, a sistement of cash flows would have report cit 
flows from operating aeavities of negative 0 mallion In fat the unreported eas fw de 
ficioney grew to $114 million in 1973, while working capital from aperations Was requ 


Pi a 
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‘shying increased by $1 milion. Tat year. without the boy of eas flo oration, 
“Investors were buying Gai’ tok at pls that repent po 20 mes it earings 

‘More recently even with exh ow information sas ath ow probleme ca go 
ote. An evar the rapid growth and sutsequent bank ofthe Wieks "Nik 
‘Ganchis. The company's dive fr rapid prowih edt dence on he seo fan 
hse inorder geneate cash lw ned of dong so nu more healthy way rough its 
‘yeratons As we see sot a stement of cash Hows ca odie ots the ato 
{ia ws. hut ao whether nose cash lowe ae cman fem operate oto nee 
Sources Wicks ’N Sicha was al o more frm anki thagh restating a a 
‘te perpestive on cash flow management 

“The statement of eas lows for United Brands Corporation (UBC) shown in Grape 
21-2! teed this post me canon to dart the asc race a eonpok 
tion of he samen. Later we wil ee bow te sateen af ash owes oe UBC prepsed 
‘tom the information rypially avaiable fr this purpore. We wil refer Yo UBC's sttement 
‘of cast ows fequetly hrooghout ie chape ase iscuson become mare spec re 
ling the crters fr ctawatyng ca lowe nthe tree pinoy caters and ax we de 
ithe specific cash laws to be reported on he sateen i wl examine the coma of 
thestiement in more deta ellowing «tok at how this relatively went nae treme 
ha evolves io ts pesemt form ovr the cours ofthe last nevral vad 


Evolution of the Statement of Cash Flows 


Intg the obvious valve of cash Row information, i’ incesting to note thatthe state 
‘meat of es lows hasbeen quired financial state aly sites 1988, The relatively 
‘eceol requirement empicies falleycle movement of sccortingthowgia back tea 
‘ow rpomting. which, in diferent form, wes common practice several devades agp 

‘During the early part ofthis ceatry and conning noe mi 19 the preparation 
se finapel sutements ona cauh bass war 2 widely sed me of nana epeting, por 
‘ialy by smal and mediom-sied companies Is mmr oraz, however, ht the 
ah ls reporting reirerents of ey are quite differ Som te eash flow repatig 
‘acti dunng tha este ca when empais was plac cause scene deer 
‘on. The accountng profesinn was uly aware tat acer accourting recagining e¥= 
‘ues when eared, expemes whe incurred) provides fur iter measure of a company's 
‘rofitablty However, without lfc standards easute be yeneal use of sel 8 
‘unin, eos-bused reporting fenrihed. Motivate by the desis wo ntl he standard OF 
cra accountng concerted fon Was exerted suppress asi-hated methods 

‘As eas low reporting uate tbe need for some rye ou low rept Meee 
-pparetand «funds statement began to appear in he sno! repos of many companies. 
‘cate the salement was oat ered and hee was noc pescrbed forte d= 
fit an reseatio af Fur vane widely aman fines sat se he sateen The 
‘mounting bin apsinstcashased reporting certainly infuencs many ems choose alt= 
ae diniinsof fund. 

Prompts hy increasing eancems over de lack of union a reporiny fn Dow, 
the AICPA sponsored 3196] esearch say hy Perry Maven (he acct, ott yen) 
‘nue “Ca Flow Avalyss ad the Funds Statement"Te ty recommeded hat fds 
terest he requir Two year lar. API Opinion 3 filly reonmmended, bat id nok 
‘equ, a Staeren of Suuree and Applicaton uf Fued."* The mooeach Bas was evident 
‘is apni. cation again the ve of ers suchas ash ow and cash earings and de- 
oe Tuts generally as working capital (cument ssts mits. cura ibis) 

"The fst oficial requlroment that 8 funds stalement be ile an integral par 
‘complete set of Final saements was sed in 1971. API pun 19 neue sate 
tent of changes io Finacial positon tha roped fund lows Clase ether sours 
Uioccases) of applications decresen) ol funda ell any cgfican nd vesting 
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an Financing activites Funds could be fnel a citer cash or working caital* AK 
‘efining fam as cash was permite a wrtking capital definition predominated pce w- 
Ui he eal 1980e This preference was iflvencs bythe historic ise, devcrbes eee, 
‘against cash Nor reporting 


professors and practitioners 
Tinton of fans more hearing ths warking capital dfinitiom "This recommend 
‘om provided the nips for» Aeonaic increase in the number of firms choosing 1 die 
funds us eas in thet stuempems of changes in nancial poston” 
“The i ‘widespread accepce of cab-flow reporting, coupled with a ea 
‘mendaton in 1984 of AS Concep Stlemont 5 that fl st of nancial stems som 
‘ash flows during the period, virally assured the eventual requirement of w statement of 
ash lows" fo November 1987 the FASS prescribed SPAS 95 (o supersede APB Opinion 
19) describe i this chapter. 


‘CASH AND CASH EQUIVALENTS 
‘Skilled cash managers wil inves empoarily ie cash i ahor-term investment oe i> 
‘terest on those funds ather than maint an unnecessarily lange balance ina checking a> 
‘conn. The FASB views ahotern, highly Tiga investments that ca bere omnes 
‘ash, wih Fle sk of os, 2s cast ewes Amun hed investmens Oise ae 
‘essay equivalen: weash because they aze quickly available for use ab cash. Tho, 
‘on the statement of cash ows tore is m ferentiation between amounts bed sca ea. 
‘currency nnd checking secvunts) and stuns held in eash equivalent investment So, Wich 
‘ne refer in this chapter to ea, we are erring tothe total of eas an cash qurvles 
Examples of cash equivalents are mney mavtet funds, Treasury bls, ad 


sper To he clasiial as cas epivleos hese invesiments ms have awa Sat a 
Jonge than hee mouths fom the dale purchase Fleaiiiy is permite in desigaaig 
cash equivalents Esch company mist esbish  plisy regarding which short. hy 
igus investments clasifieascashecuvalems, The policy shouldbe coast With 
company's eusionary motivation for asin Various investment and shoud be die 
Jnthe mstesto te statement" A recent anal repent of Exxon Mobil Corporation 

his denon of anh exuivaent (Cape 21-3} 


cash equivalents snot allered by such Wmssctions The cash balance reported on he ie 
Save sheet also represent heft ca and cash equivalent, which allows a tocompe 
‘he change io tha halance with he not mre or detec in he ca ows etd a 
satemert of cash lowe, 


Seperate oe 
SR Se 
Sees a ere a 
BEE ea retereeesem 

Sa actor rettat rtonewonsimamage 


= 


CHAPTER2!—TueSaamar Cah Fon eve 1057 


PRIMARY ELEMENTS OF THE STATEMENT OF CASH FLOWS 
“This section desrbes the thee primary activity elssifictions: (1) operating actives, 
‘@)ivescng actives, and (3) nancing weve: und wo oer roqulements the ae 
‘ment of cash ows: (4) ibe reconciliation ofthe net ocreate oF eevee In awit he 
«tango inthe balance of tho cash account and (5) noncash nesting and Financing actives. 


Cash Flows from Operating Activities. Ths income atest reports the succes of 


‘oi This the aca concep of aecourting that has hece emphasized thoaghoot your 
‘dy of accountng. Infrmation sbout net ime a es eaponens, easume By the a= 
‘cual concep, gunealy provides a beter indication of curent operating performance thi 
does ntention et oneal sh ein apes eve ne 


cs 
Li | 
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flows incest elements of nt income, but repored on a ash basis. The components of 
this section of te satement oF exh flows, andthe relationship we the elements of the ne 
come saeuient ae luntated in Grape 21-4, 


‘To sze the concep applied, let's ook again atthe eath os own operating atv re- 
parted by Unie Brands Corporation. That section of tbe sateen of eas Awe x 
‘etd fom Graph 21-2 and eprcace in Graphic 21-5 

ash nflows fom operating aes exceeded cash tows for expenses by $22 mil- 
lon. Wel etter in usration 21-1 that UBC's et aco Thom the sate open ae- 
‘ties was only $12 milion. Why did operating actives produce not cash inflows eee 
‘tan et income? The reavon w/D Become apparent when We dieing in a aler secon be 
specific amour of these cash Hows 

"You also should he swe tht the gencralization sated calc that cash flows from oper 
cain sctviesinchae the elements of net income reported on cach babs no atit e 
forall eleteots of the income statement. Noie i Graphic 21-3 that mo cash effects ae 
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‘eportal for depresiation are amntiatin of operational ase, nr For gains ale 
Fro the sie of those awsets. Cash puilews occur when operational ase are ace an 
‘cash inflows goer when the assets ze sod. However, described ste, dhe cyusion aad 
Subsequent ele of operational ase afc clsifed as investing tv ites, rather tan sop 
rating activites 

‘Quite the opposite, the purchase and the sale of inventory ae considered operating aty= 
ities. The cash effects ofthese tansacton—namely (1 cash payments to supplies an) 
‘ash ects from custoners—are ince in the determination of cash flows fom oper 
ing actives. Way ate invemories and operational assets rested dfferendy whea easy 
ing their cus effects if both are acquired for the purpose of producing revenue! The 
‘sien diferece is that inventory typically x purchased for the purpose of being sda 
‘art of the firm's curent operations, whi an operational ase is purchased a an invest 
Tisbenefit de busines er a relatively se pened OF Wie 


Direct Method or Indirect Method of Reporting Cash Flows from Operating Ac. 
tives. "The retention by UBC of cash flows ftom operaine cee see 
(Graph 21-2 and produced i Grp 1-5 above is eeredt asthe eet eT 
‘mebod is und forthe fet tha the cash et ofeach operating acti (he. me 
{neat Hom) i opted ety the sement of cash ow For instance: UBC 
‘ah reeved Etat casper” as he aa ffi of ale ates, "ed pal 
1 the cash efecto ost of good ol, ads. Then, UBC simpy ras rom he 
{aon any income stent tems th do at et est al sh as dean 
Another way UC might have report ash Flaws ror operating avis 8 BY 
slvect mad By this approach te ne ash erase or dere fom eating 
{$2 oni example) wll be dexved ane by sartng wih pred me 
Sime and working bckwans eon: tha amoa Wa cin Bai As we se a he 
Shaper UBC's net icome i $12 rails Using he indet method, UBC weal eae 
{he previous petition of et eas fs fem opting acts wa te oe she 
Graphs 2-8. 

ie sro oot thatthe inde method generates the same $22 milton ne ab fi 
from operating atvitcn a dil the iret rt Rather than ely reporting oly he 
componetts the iene Maemo th J tpresent inceane ov decreases Wich ye 
Inde! mel we besa wid ot osoe—hich Incas bo ah an nce ong 
‘eat and back out all amounts that delet neees oF creases nc Lene 
Shaper, we explore te speifi adjustnnts made wet income o achieve his ea A 
{his pone its sufeent realize that too aiematve methods ae pemited for 
‘retcaah Hows ftom operating activities Eiher way, we conver acral bed ines 
it rs priced by thow sme perting actives 

"Notice alo that he advect metho presen i ena © wht UBC epned ea 
lies the “Reconcaton of Nat Inco o Cu Flows fom Operating Acti” nN 
2X-el Graphic 21-2. Whether cashflow roy operating eetites are report bythe dist 
‘cos rb the msrcet metho, he Fel statements must recone the ies 
{rect nt come aa cash ows om eran actin, When a company ie the det 


a 
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‘method, the company pects the rconeliation ina separte schedule a8 UBC i Thar 
‘resmaton i precisely he same a the presestation of wet cash ows frm operating actiy- 
Tle bythe indtect cthod. On the other hand, a company cheoalg fue the diet 
‘method sno requ oy prove a separate recat hed Hecate “cash ows 
‘fom operaing activites” section of de statement of ea flows serves that purpose. 

Ts pore io anderson. to, tal pandas of whic meth compa cs 
repa perating acids, tat ce has nn effect on the wy denis and reports ach 
{ows ftom imeting aed nencing acids. We Lum au enion How w hohe 10 2: 
tio the aatement eas How Later Pac, wel eto fora ne through se 
som ofthe aiemative meth of reporting the operating ac itis Seton. 


Cath Flows from investing Activities. Compe evisaialy invest cash eeplace 
expand prodetve cies such a propery. plant, an epmert. vestments might 
‘lke he male in ther ase, sac secures of oer Fir 3h the expectation ofr 
{orn thon favestmens. Information concerning thee vesting vies ce provide 
‘all insight to decision makers regarding the nae and wagnitude of operation assets 
Seng age or tre wells vie let cone the comps ambos 

‘Cash hows from inestng ativities are hot tows a inflows af cash caused by the 
sxqsion and ulspositin of asses need inthis haifa are eas payin 1 
‘qe (1) propery, plant. a equipment and cer prot ve sie encept invectrie), 
‘2h investnentsm secures (except cash equivalents and ting ecrtes and (3) non 
ade ecevables." When these ane er ar iuldated, cash resp from tek i 
positon also af classified as investing actives. For insta, cash Fecelved Tom he sale 
[the sss fram the eolestion ots noe rseale (perp amount ony) represents 
‘ash inflows from investing utvites, Be sure wo relize tht, unlike the Label might imply, 
‘Say tvestnet revenue hike interest, dividenl, ether ssh velar rom thee iene 
‘Soca investing activity. The reson, remember. sa vesimen revenue san income 
‘lament ilem and therefore i an operating activi. 

Ter illustration, ate th cash Hows reported ay investing actives by UBC, Tht sec- 
‘ion oF the satemont of cashflows i catacted foe Gre 21-2 and reprwiueed i 
Graphic 21-7, iy 


Gaerne 21-6 
Indioct ethod 


the dae ethos, 
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Grarinc 21-7 
Cash Flow trom 
Investing Activin 


ah Rows rom 
eal emcees 
‘eet tnd te 
Sebbequent sale 


UBC repors as investing setivtes te cach paid to purchase both land and 
snvestment. The other two vesting activites epared ae eas recep for he sl of 
ele—equipenent an lnd—thal were ined in eater yeas. The spec transactions 
“lng these cash Now ace described in «later section of thie chapter 

‘The purchase and sale of inventories are not coneidered inventing activiis. 

‘are purchased forthe pose of being sold as part ofthe firm's primary operations, 50 
‘utehase and slo are lated ax opening scien, 

‘Also, he purchase and sul af assets lassified ax cash equivalents ar not sept aie 
vesting utes. foe, dese actvitce usually re abt reported on the statement fe 
‘lows. For exumpic, whes temporarily idl ash sinvested in a money market fund oo 
sed to he ean evant he tts 0 cash and eash equivalent docs wot chang. 
Wise, when dhe cash is Ite withdraws tow the mowey market fund, the Wl rem 
‘anehanged, The exception s when cash equivalents are soldat gain or sls. nh cs, 
‘he otal of eas and eash equivalents acualy increases ot decrees in the proces of 
‘erring from one cash cquivelent ascoun 1p annther cash equivalent accounl Ava res 
‘ange in eas woold be reported a aces ow fom operating activities, Thies 
fate inthe chapcr 


‘Cash Flows from Financing Activities. Not only 
_reditors tobe infoxined about how copay i investing its Tuts ba asa fit 
fdiep 108) IME Ativilis are being financed. Hope, the primary operations ofthe fim 
ste 


ach nfl et cah 


‘euitics. Subsequent eansactons relate’ 0 these financing Wansections, such asa 
inonang aceenise, of toc (1 eie she stack ora weasury stock), the repyaent of debt, an hep 
fash dividends w shareholder also ar lassie as fmareing seis. 
For lusration, refer to Grape 21-¥ excepted from Graptie 21-2, 


sold in air year tha cash inflow was repoed as financig activity. the cae 
‘When the hoods ars retted, the resulting cash eutlow is Heise classified aca 
ati, 
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At fins glance may upper inconsistent wo clas the payment of ca dlyiends 10 
suscioler ase Gnaneing att when, a ated eae, paying intere! 4 creditor fe 
‘laste ava operating exit. Bu remember, cash Tews tom operating aves shot 
‘eflet the cs efecto ems tat ems mothe detcriitio of at income. ant ex- 
Denke a decrminant of nes icoms- A dividend, onthe ihe han, dsehaton of et 
[neon and not an expense. 


Reconetiation with Change in Cash Balance. Onc of he fis tens you may have 
noticed about UBC statement of eas flows ha hers net change in cash $9 ra 
ns his sgnificum tem of infrciaion provided by ths stuemea? The primary oboe 
tie ofthe statement of eas flows no 10 uy hat ash teased by $8 lio, We ea 
realy ace the increase rdecreat mca hy comparing tbe beginning we ening balances 
Inthe cash accom in comparave balance sees Instead ibe purpose of the stateaeat of 
a ows iso enplain wy cash ncreased by $9 milion 
To rinfrce the fact that the not amount of cash flows and outflows expan the change 

In the dash balance, the statement of eas Nous includes &rsonelaion of he net increase 
[odeeease) in cash with the company’s begining ami easing cas balances. Noe, for ae 
ance, hat on UBC's statement of ea Hows the reconciliation appeaes 

Met merase in Cash so 

Cash len, anuary 1 

Cah len, Oecomber 31 


‘Noneash investing end Financing Activities. Sone UBC weet trom $20, 
titlon cach from nk ning ogee aya frhat aoa Ths wanton 
lb repre ons acon a ows emacs Now spe UNC 
‘he S20 locas psi pe equmantThs cond wanscon Would Be = 
‘ated of wept tanto, mt indctd by Gopi 21-2 UBC age $20 
ualion fw sent by wing $0 mien lone cpa ng 
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SECTION 


‘Addenda Rapeting as 


reponed. Reval from Chapter 1 that stock dividends merely inerease the numberof sae 
sock ovred by existing stareholdce. Irom an accounting tandposn, the stock vided 
Caates dollar enont ta he rafeteed fom cae pat of shares ex (retain xe 
ings) to mother part shareholder’ equi (pain capital, Neher assets ow aie 
ected: herelre. no investing cr financing activity Ras occured, 


‘estar ig bai ad rang ay ye par ot apd 
bees babe reine ann mig oenenp de mmtmmartie 
“new eetapment and stoe along norte emaiing amour. mur Previn 
stati, UBC ned aot faye rte $20 lon cst fhe ema a 
quired, Suppose the equipment ware pichated in the flowing manner 
Pie ever Sean 
ote pele “ 
In that case, 56 milion would be reported under the caption “Cash lows from eves 
ing activites” and the roneash portion ofthe transaction issuing 2 $14 millon noe 
payable for $14 milion cf wquigman— wou be reported as 3 “roncathinwetig ord 
Financing activity.” UBC's statomont of cash flows, medfed by he asumption ofa 
cur sonahraracon woud reper tee te emer fe ny 


Cn Flow em esting Athi: 
‘Purchase of land $30), =| 
Peder dir rtoncroanets 2 ; 
Secrond 

Settee iH ; 
Prue avon a i 
Te ce re Sa vil sel i at 
owas reing snd enc ation 4 
Acquired $20 million of equipment by paying cath and istuing a 12%, Syear . 
Pe : 
Catal en fea 
Eno ‘snost 
Need Renton 


Preparation of the Statement of Cash Flows 


“The objective in preparing the statement of cash flows isto demi all traneacons sa 
‘vents that represent operating, investing. of Runcing sevies and to ist and clas tose 
‘ctvities in proper statement format A dificult in preparing a statement of cash foi 
‘hat ypical accounting systems are no eset price the specific information we ml 
forthe stasemen. At abe end of reporting cycle, balances exist in account repaid om te 
Income statement (sales reveoue cost of ee sd et.) and the Balance sheet (accounts 
‘eivabe, common stock, ee). However, he edger contains no balances fr cash pido = 
‘quire equipment, or cash received from sale ofan, or any ee eash Mow nese for the 
aiement. Asa ent ts neceseay to fad a way of wing information tha is aval te 
‘econsruct the Yafous each Hows that occurred durig the teporig petiod Type ie 
‘information availabe io assist he statement prepa inciades an ineore statement the 
Yar and balance shoes or oth the errr and preceding Years (Comparative Maeno. 
The accounting records also cam provid additional information about Wansacticns at 
use changes in account balances darn the year 
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‘The typical yearend data is provide for UIC Masten 21-1. We have refered fee= 
quent tothe statement of cash Flows of UBC to istrate the nature ofthe actives the 
Stuemen reports. Now we wll See how that statement i dyeloped Sum the data proved 
tha ilstaton. 

In xiation invsying relatively few tensctons, itis posible to prepare the statement 
ca fw yl inpeting vali an at nga crn the = 


eco Fea ie bea nC 
Sieh ic ato ee a de spied 
-envure that all operating, investing, and financing, are detected, A commen ap- 


Fone oan o eommemeyaccear end 
‘mation used o prepare the statement” 
‘Wether the tatement ofeach flows is prepared by an unde inspection and analysis or 


‘vesting. 
vies ding the year. Is lpi the journal tris that were recorded athe 
sing he ep wep oe mar 
(tira epoca ilevdoal ed bow ht and srt cnllod — 


‘Se Feseen anne meet panini i ns rn Tn nn 
tpl cade usc rece ned Rr Paco cnt less Oras ae 
Gara pea 


upstnanion 21-1 
Concided 


‘Aestsenl Func eporing aes 


UNITED sranins CORPORATION 
core 
“For the Yeor Ensed December 21, 2006 
(oneiions 
Revenues 
‘Sserrevewe ‘S100 
revenue f] 
‘Geivon ele of ne a sin 
Cont af goods aokt © 
Solves expanse % 
3 
Bord eres: expe 3 
bsciaee expen T 
Loss an sae of eaument 2 
Income tax expense 2 2 
Net income, =2 


‘Aiton! Information tram the Accounting Records 
2 Aporton of concany and pha ape efor S10 mio, asl fr 
18 rllon. 

'b Equpment that algnaly coe $14 millon, and which was ano hall doprocited wat 
for 35 milion eash 

« The-common shares of Masuma Gorporstion were purchased for $12 millon as shor 
teem imvostment. 

“Property mas purchatod for $20 miflor cash for se a8 a parking lot. 

{@. On December 30, 200, rew equipnen was acquired by issuing 4 12%, Aven, $20 
‘nln note payable tothe seller. 

On January 1, 200, $15 millon of bonds ware raved at maturty. 

19, The nereate in the concn stock acount i att ibutabie to the insane ofa 10% sack 
_dvidor 7 mito shares) and tha sabsoquant sul of 2 lson shares of cymes 
“Tee matkat pre ofthe $10 pa value conn stock was S13 por thar ante dates of 
both wansactons. 

1h. Cath dvidords oF $5 milion were pel sharsholders 


‘Next in Part B, we see how a spreadshcc simplifies the process of prepaing 8 Saeneat 
cof cash lows. Even if you choose nt to se 2 spreadsheet. the summary ents desert 
can be used o help you Find the cash inflows and outflows you aed Wo prepte a satsest 
fof cath flows. For this demonstration, we assume the ditect method used Wo determine aad 
report cash flows from operating activitcs Appreciation ofthe direct metho provides te 
teeuop foe a dherough understanding o the indirect method that we explore in Part C. 


PREPARING AN SCF: THE DIRECT METHOD OF 
REPORTING CASH FLOWS FROM OPERATING 
ACTIVITIES 


Using a Spreadsheet 
As iat eng id yang apc has etc tm 
tives arin oeloted” Spiess nr lle o os te 
fect Increase or dctense, are mt be acortspertaycinige ing noni eo 
Therefor ifwe can ey ie evestsand uunsctons tt ned he henge inca 
Cath acount ring the yet We ol ays deed ll he opr, vesting. od 

ing ates that arto be ncnded nhs satan ao os. 
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“Tc epising send balmarsf ech acco re nee nih pent Te Raciie rade 
_as journal coiries are reconstructed in our unulysis of the data, those entries wre recorded on snlries What explain 
Se eeniton wal dain st cnn erotics anes Ne ae 
‘tin account falanes Oni ac speadt cms hve exe be anges nas” onthe 
‘oar laos can ne onda tl Oper, nveng, ah iuaclg sci‘ care 
ine beer Ke The pease denied im ch nyt we ecard pepe ore 
‘hes ene a ape scot blancs erga, wesc sinuacoaly acing and nee eth 
‘Ssavging ne ace ote eprom of a ow 
Te bony bung he cherie nce estan re nisenton an 
prea For lusan refr the 200 and 208 laren completed rel 
Sector UBC. sho in Mciaon 311A he ex te pes, Nese One sts 
ite tiemens fe ncome stoner are ending ances aig fom ceva 
inept Dogan ances Ineo hes coms oe say, 
bic takcee shee cee er cca ceo esp 
tote cuss of fn: Atgo spt ve ave ot $id oe posi 
ta fw selina be ccc protec cme Nats fore 
SE emp of ace cath ews om orang enc ows fe invetna 
‘iioc nd ch fows fom fnucing avis, Levins even Uae betwen ean 
Sooes open pes omits be ec cat ows etd nocagras wae 
he rca cmt shovala ews chugercalunen Wich seers thoepimaing Spratt rm 
seeding blce explain tenes doceme in eh scoot Clee: Youwloce Spectre 
inthenentecton how these mes were ecosace Altoughspeadet nies ares Fr sti nd 2 
Sher of dens nd ces Hk onal ent, heya: eed spre ony. 
Teyenoctnvenkl atonal wrt eomis in cleistecentt dep Seyre 
{ew i rr form th oc jou ries wed eco he mast a they 
‘Seimod arn yar 
ST ecemunt th joule, we aazécach ston at tne deciding a 
coc phat sac or vet cased te cage nn scot Oe he eta ot 
Se calgn i ecocaes lea ey sperma ms ing Orgs corso 
sm th at aed acon! Chewhore te anil semen Sortie i oem 
{ayo conv th accning scorer aie nouns belpenpnn he arc 
reremmetinae sere 
ey fi palo agra in Taso fra elton Between scone 
hee atone anges pricy yeaa one oficial 
Shit fellows i occasorallepicmcnted wit soch gram 0 eh yr 
ianmerely how selic cask fo too mers onthe aay | 
“Ahongh thf manny onder nich aay the cco comveiont | 
| 
| 
| 


tobegin withthe income datomeat accounts, olowed hy she lance sheet accom We a= 
tyzs the account of UBC in tht err below. Although our stlyxis of each account eul- 
trials ima spreadshcet en, keep min tht the anys dsened also isapproprits 
deo reponhle actives when x upeadsbeet snot used." 


INCOME STATEMENT ACCOUNTS 
‘hs eyed in eae sto, cows rm operaling vies flo ad at 

fw of cach ht fet ra cies repre onthe ome Ramen Th os 

thos cah nfs nd outweigh componente cate te- Avoid 
‘teint ep at eam op eco atest te ete semen 

Sy ot epee the cashes of teens epanc. Fer example, UBC repurs as ‘el nk 
frre of S1OD lon, Tis dos oot mean however, hat calles S100 mien cath 2A 

from ser rg the yen a fact, by efcrng the hegioing mending blassin ope 

{ceo sivble, We sce ica eve fom cusumerr ald tbe Ben S100 | 
ilo. Sore accom echae nce daring ite yea some of the sles evene ) 
Saeed mint wo yerhae ee este Ths expe ater inte pet asco, 
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eeped in tesene arene por soe ein, 


‘The eh elects of other income sateen elements cn be simitaly dscemed by efer- 
ing changes inthe balances ofthe balance sheet wo alae dred veld 16 hose 
‘lent So, wo ews cash ows row opeating activites we evan, ome a ine, the 
ef tome tsenn conta wth ny las he oe ey 


4.Sales Revenue. Accounts receivables the alae eet acount that afer 
“ses revenue. Specially, acount receivable ners fy cre sles an is decreased 
‘ain recived fro castomes- We en compare als dhe change fn account resi 
‘he during the yoarto demi he sou of cas ceived om customers, This alia 
‘Ship can be viewed in F-acoust formar as flow 


ccous Rectvable 
ringbabner 90 

eee 100] Cash swcnived 

(ocmas A Par) 
a aE 


We sce frm this analysis hat ash eceiv fom custaner ust have been $98 milion 
"Nat tha even some the years sales wee cas ales, $4 milion cash sale and $60 
‘lon rei sls, theresa the same 


Act 


Eagan 3) Cadhsles si 
Creat aes Recowedonsccount 38 
a ae oer es 


"Thus. cash hows trom operating activites should incl cas eceve fom custome of 
‘8 mailion, The net effet of ses revenue activity during the year ca be srmaized in 
‘to following ent. 


‘knions Fuel Reporeng eee 


“The ence above appears a etry (1) in the completed spreadsheet for UIC, bow in 
Istriton 21-14. The etry explains the changes in two aesount blances—abcowits ee 
ble and salen revenue. Since the eny fects cash, it alsa identifies «eash flow te 
reported on the statement of cash lows. The 398 milion debit wo ash is therefore ere 
the statement of cash Dow section of ihe spreadsheet under the heading of eas ows am 


‘unearned revenue. ferences between reverie reported 
lected For instance UBC also had a $ illon increase wnoamed revenie, 
rary enry would be modified as follows: 


Notice that we enter the eas portion of. 

‘ment of cash Flows rather than a a debit isthe cash account Only afte ll cas flows ad 
‘atlows have been ientfed will the ne change in cash be entered xx dei the oh 
‘cout I fact, the erry to seconcile the 39 milion Inerease inthe cath account nd ihe 98 
rllion net increase in cash onthe sstemon of eash lows will save as fil ene fhe 
curacy of ou spreadsboe\ analysis. 


(Sy hole alg pela feral pee} 
‘Set nce ered ints bance of ony $1 millon 
aliases ee 


revenue. Cash ecved fr Steere 
thot ema, We conven his the amework of cur Faccount ana flows: 


“The atfect of write-offs of bad debts can be eng considered | amibining all 
a ee rte che oe oat des ontin 


Simbios) 
2 
acs a 
Saale 
Siomensarr acm ise 00 
Th single try a transactions rat sales, bad dbs eapense, 
ctf ‘and cath colecion ror sla 


“Tee remaining speaisnec eis are desried in subsctions 2 through 19. When 
‘ang the enrcs onto spreadsea. is helpful to numb he ui sequel) 10 pr 
"dea reans of easing he wep ake inthe analysis Pte hee arses You also a) fi 
ite to pt chock mark (othe right ofthe ending stance when the change i at 
‘olaes has been explained Then, once you have check marks ext ever poneash &- 
‘count, you will now you se fnished. 


Zinvestment Revenue. The income statement reports nyestentrevembe of $8 mile 
ton: Before cela hat hie amount Was recived ash We st fer the Palace 
‘eto ce wheter change am cent thee Incas oti. Achangs eter of 
‘yoalancsshce account.) investment revenue feel vais or (long-term vests 
nh ia tht cash ecelved fo avesuent revenue des from te aman reporied 
‘the income state 


1. we obserse either an inereas cree in an yesiment revenue receable 
account (og lmrest receivable, dividends receivable) we Would wonstae hat he 
Smut of ca reelved during the Year wastes has i an increase) or more tha 
Ufa decree the arnt of revenue reported, The nals woul be ene to 
that f sales evenbe and apounes rece vale 

‘Alo. anexplaiod inerease in lotr vests’ account right indicate that om cess 
‘a porton of investrent revenue has ot Ye been eecelve in cash Recall ay "2%" Mesto 
(Caper 17 tht when using the ety meta Wo accent or neni he 
‘ook of snater corporation, investment revene Is ecngnized ath investor's 
peerage share the ivese's come, wher or wot the reyenne sree 
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4070 sections 


Becaey no other 
Spparant thar woul 

Fave cane» change 
Ilmvestment reves, 
econ concise tot 

Sato st 

wan colectea in coh 


gam or oa) is 
iy the feranee 


‘Ado! Free Raping is 


‘curently a ca dived. For esmpay assume the investor owns 25% of he 
‘common stosk ofa comportion tat report net income of $12 milion an pays 
‘dividends of $¢mulion. This situction would have produced a $2 milion incre 
longieem imestments, whic can e demonstrated by reconstructing the jour 
ents fr the recopsiion of investment and the receipt of cash dividend 


“The $2 milion net increase in long ten investments Would represen the investment 
‘enue not received in cash. This woul also explain why theres 9 $9 milion nee (ee 
‘in invesimentrenenve. If these events hal occured, we would prepare aspect 
Hencalotecontel ey she, The spree emry Wid expia he Sa 
Tom increas long-term investments, (0) explain the $3 milion increase in invest ey 
‘enue, anc) identify a $1 million cashflow from operating activites 

However, heause neither an invexniotreyenic reerivahe avant nor 3 longer ie 
‘yeatnent account appears on the comparative balance sheets, we can concede tt $i 
Th of ivexment revenae vi coleste neh, Ey 2) on the eae i 


3. Gain on Sale of Land. The thi cm roprted onthe income stlemen! isan Sm 
ion gain om the sale land, Recall tht our objetive in analyzing each element of the see 
ment is (0 determine the cash effect of that element. To do s0, we ted addon 
infomation about che aration that caused this wu, The accounting recede) 
‘istration 21—1—indicate that land tha ociginally cost $10 mullion was sl for S18 mi 
lion, The eiry recorded inthe journal whon the lind was sold also serves as our senses 


entry: 
‘The cash effect of this ransseton is a cash inerease of $18 milion. We therefore webie 
{he debit ara ch inflow in he sateme of cash laws section a the spreadsheet. Howe 
unlike the cash effect ofthe previous ta spreadshoe! entre, isnot eprops 
ing activity, "The sale of land is at yes activity, so this cash now i se nde 
heading of tg spreadsheet The ety also accounts for tho $8 million pain on se end 
‘The $10 malin credo land does 0%. y self explain the $20 rill acteae im thas 
‘count, As we wil later discover, another transaction also affected the land account 

Tisimpovtn: wo understand ha the yin smply the diference between ch ee 
lo the sale of land (eparied as an avestiog est) aM the ook va of he and, Te 
or the $8 milion gain as asaeh flow Som operating delves, in addition to reporting S18 
million asa cash flow from inesting activites, wou be to report the SH milan wie 
Soe 
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4. Cost of Goods Sold. Ducing the year UBC sod ponds that ha cost S60 pion. This 
‘oes ot necessary nda ha $0 milli cash was psd Yo suppliers of those goods. To 
‘etenie te amount of eash pald to supplies, we look he Gwe ect account ect 
bby merchandise purchawes—invenory snd accounts psy. The analysis can he viewed as 
two-step process. 

Ting, compare cost of gonads sold with the change i nvertny ty detain the est 
of goods purchased (necessary cash paid) uring Me You. Tofcttate amass, 
‘it examine the eaonshp in Teaco fons 


Regenataince aes 
EStelgoosepurhawd 7 40 cactot odes 
nents me ‘ieomasnimoo 
Fringes] 


rol sal, we ee that $56 milion of gous weve purchased daring the yea Is 
‘wot necessanly trac, though, that $86 million cash was pid fo sper ofthese gos By 
Joking in accounts payable, we ean determine the cash pid to supplies 


‘ch pid pps 
(Secemes 7) (creases AP 


i 
I 


‘We now see tht cas pid to supplies wus $50 ile The spreadsheet entry that stm 
‘mariaes merchandise acquisitions 


5. Salaries Expense, The balance set accom aioe by salaries expenses salaries 
‘yable. By analyzing slancs expense in elation wo he change in salaries payable, We at 
‘ete the amount of exh pad a exnpoyecs 


ES ita 
1 Begiving bxlnee 

‘cain pacdtoerployess 1 | 13. Salar rpance 

(ecrosses ssares payable) rcrsian Solas payable) 


“This analysis ict dha oly 611 mullon cash was pul employees the remaining 
{$2 gullion of salanes espemse selected as an inerease i salaries payable 

‘Viewing the relationship in journal entry frat pres the same coctuon and alo 
ves us the entry in our spreadsheet analysis 


Sorarton ites 
pv melee 
Sorted geo sok ae 
ar crecery 
iSthimewtry oe 
Seoeata pape 


‘Sot the mn a2 te 
mount ene pl’ 
‘ondnelders mh 
Donde mead a 
tithern premio or = 
Srcoune, 


Depreciation isa moneash expense, Is merely a allocation in the current pesado 
tia eas expenditure (Tor the depreciahe vet). Therefore, ole the other ene w 
Doin, the depreciation erty has no effec om the statement of eash flows. However i 
‘expan the change in the depreciation expense account and portion of the change 
mulated depreciation. 


7. Interest Expense. Recall rom Cher 14 hac bond interest expense dies rn as 
amount of cash pad o borders wheo bonds ars xsued tether a premium oro dco 
‘The diflerence between theo amounts the reduetion ofthe res oe dtcouR BY 
fecring o the balance sheet, we see that UISC's hoods were issoed as discount. Since We 
‘know that bond interest expense is $5 mllion and that $2 milion ofthe discov was 7 
‘duced in 2006, we can determine that 83 lhion eash was pad to bondholders by res 
‘he entry that surmsizes the econting o ond interest expense 


pense und discount on bonds payable acount tals provides us wath ancter ease 
fom operating utivities. OF course, i «premium were being reduces eather than xd 
‘count, the cash outlow Would be greater na the expense. i 


{the amount owed to bordholdes increased by $1 mille, they 0 
er ton art pe cesses ols opps al 
that, cosh pal to them wouki have been $1 milion more. 


8. Insurance Expense. A decrease of 53 milion in the prepaid insurance secon 
‘ies that ces pad fr insrance coverages was $3 milion less than the $7 millon ivi 
‘expense forthe ye. Viewing prepa insurance in Eecount format elarifes his pee. 


Propaid turanes 
Bigg balance é 
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rom his analysis, we can cone that $4 lion wes pad fr iaurance. We reads the 
same cacusion By preparing the following spreadset ey; 


‘The emry aecouots forthe change in bot the insurance expense and prepaid inaranee 
sccounts a als Wntfes 2 cash tow fem operating tives. 


‘The $5 milion cab nfo is entered athe sateen of ash ows esi ofthe spread 
‘hoe a investing atv. The 2 milion debit othe Ios sae of equipment explains 
the change ha account balance. Kefering to the spreads! we se tha portion the 
‘hanget aeurlated depreciation way acount fr nen (6). The dbo accuruted 
“precision inthe entry sbove completes the explanation forthe cange in chat account. 
However, te cet o buildings and eyuipsen aly pally justifies changin hat ac 
‘ean We masse atthe analyst i= absent ana! wil ccoant oe hee 
“pine portion of the change 

“acognize to thatthe You, ie the gin in entry (3) spo ath fet in the came p> 
sod. Thtefore, isnt reported on dhe sateen Of cash ows. 


10. income Tax Expense. The ial expense reported the income sateent i n> 
come tex cxpeme. Sine income lacs payables he hance sheet ccouat fected by this 
"expense, we Took tothe change nth account o hep deine the cash paid for income 
tutes, A TFaxcount aulyis canbe use 0 find the cash feta ollows 


Income Tox Payable 
Bigincmg batnce 
Cash padforincome se 7 Se tae epenee 
\decrases the hai) 
Togo 


ton 
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DDI 


Eniry 10) would require madiication in ithe of the two independent stuns d= 
seid alow 


1. Note that UBC doesnot hve a defred nome tax account Real fm Cape tb 
at temporeyeerecen 


: 1 
eee cy 


As the roviead enmyineeates, ely $10 milion cash would have been pio hs 
situation, rather thn $1 millon. Th $1 miler dlference reprenets the pron 
{incre tax experon whose pay ents deferred to lett yore 

‘2 Thespesia ony ao woul be affected ence neatement oduct 
an extraordinary gain or an axtracroinary loss. Recall from Chapter 3 and Chapter 16 
‘that the income tax elec ofan entsorsiary tem st elected in nese ox > 
pense, but stead separtey repel sa ect Fhe extrem Fo 
‘sample, H UBC loss on the sls sqaprnent had oon eto an eacrdnany 
“swont. tha tax savings from that lors would be reportad asa reduction te extse™ 
“inary loss ator than ao reducton ninco tx expense (este ot 
"abi income by 82 milion asam-ig a arg ta te of SO% tanes woul be 
‘duced by 51 millon) The lawer portion of the incene statement would have a.) 
[eared at shown below compan wth he presentation mhuaion 21-1 


rcinary Lowe ‘Extraordinary Loss 
‘rom thrtation 21-1) | 
Income tan aapere i) 

Income before axtraoedinary Remt a 

Loss onsale of equipment @) £00, ots—ane of equipment er | 
Income tan expense (9) Less Tax ens » 
Net incorme S12 Netincome. a 


Without the tax savings produced by he los, income tax expanse would have bee 
+10 milion, rather than $? milion, ut che tx savings ail reduces the amount of cash 
aid for income tanes. even though It reported seperately from the income tx oe 
pense. Therefore, whether the loss exirardinary of not, he wrount of eat pais for_ 
Income tanea i the same. the bss bs entrsrdinay, erty (10) would be modfed 3 
Folows: 
inion! 
Emery (10) came re mipana (on yew iy | 


(©) wcldd be vatected. Whether ont the oa igo 
Fated the emcee ch Roe tod th ta er ts ee 
Simentng aay 


41, Net Income. The halince in he recned earings scout ute ed of he yea in 
des since de se nse Te are account ot al ebanges i ech the 
‘out, ve must nchde the following speadsbect eau, rich ropes the losing et 
Jace wren easing, 


“This entry does no fee sanoants report onthe semen of cash flows, We include 
he entry inthe peat analysis em To hepexpian acu balance changes. 


BALANCE SHEET ACCOUNTS 
‘To deny ll hs opening sosting. an inancing uss wen using a spreads, we 
aust acs forthe changes each account en bath the iv ote sotement aod the Bale 


"With he exception of hs cash account the woounts are alyzed inthe onder ofthe pre 
‘senitio nthe ulace shee. As noted erie, we save the eu ht recone the change 
Inthe cath aceoon with de net change in cas ren te Sement of cash flows asa fval 
‘heck on the accuracy ofthe spreaet. 


412, Short-Term Investments. Since the chang in avis resevable was explained 
[eviousy fn enry (1) we prcesed 6 the next Reet On the lance shoe. The balun in 
Shorter vests inerea'ad fam 200 S12 min, I th absense uf evidenee ote 
“ama, ve could asthe th the ines dt he puss of share invests 
ung the ear. This asumpn is cunimed by en) ot Mustaion 21-1 

"Thee wo econ tbe reste and oa seadse iy is 


‘The $1 milion cash cutlow i entre it the same of cash ows tion ofthe 
pvasetet ava investing acto 


‘Teeny pry 
tapinne te change a 
neretined eae 


[rilon neon inthe 
‘eccunt that ween 
roviusy plane 
fiotale ofan 


rvecing in ne 
saument is = 
Sitean t 
Siang od honey 
the ocuston with 
longterm aot as 
Sgitcan ancing 
chess 


13. Land. The changes inthe balances ofboth inventory and prepaid insurance wee xe 
counted for in previous spreadsect earics: (4) a (8), Land is the next account hone 
‘change has yt o be fully explained. We discovered in a previous iamsetion th a ska 
lund caused a $10 lion reduction inte secount Yet, the account shows & net increase 
$520 million. 1 would be Joga assume shar the unexplained inerease of $30 mlon was 
de to a purchase of land. The tansoetion described in tem (of Iastetion 21-1 poets 
that assumption and is portrayed inthe fllowang spreadsheet cary 


ena ete > Teeee renee 


“The $20 millon payment is reported es cash cufow fom investing activities. 


14, Bullings and Equipment. Whos cxaminingapovionsraacto [ety 9) 8 
ermine thatthe bain and eigen acc wan edie by S14 li fo de 
ssl of ied iment, And yet he ceo sows es nr of $6 aon rt ou 
‘he acting ects (em fe) of Tiraton 21-1] eval te remaining uneypa 
ais ofthe net insteate. New expen svn $20 mon rac pushed ty sng 
520 milion noe payable, Recall fom th scion ins pene action oh chat 
‘hal altoogh es ea noncsh wantin represents bth apna iets 
Covesamg in re equipment and pica fancing mt iansing te asp 
‘tong db 

"The oul ety exe o record the wonsacon hen the eupment was quedo 


Roanemier thatthe statement of each Now section of te reas wil serve the be 
sis for our prepsration ofthe formal stsenent- Bar the noncash any above will nce 
‘he cast lows selon of te spreadsheet. Because We want 1 report this AoNca 

tnd inaneingsetivty when We prepare the statemcnt of cash flows it is hepa 0 
the spreadsheet enzy as a reminder not io overiok this Wanssction when the alert iy 
prepare. Crosses (X) srve this purpone nthe spreadseet in Mhntotion 21-14. 


15. Blonds Payable, ‘The ance in he ons yale neu decent year 

25s milion Msi 21-1 tem (fh reveals tease Cosh as pd ree SS ak 

face val of hoods, The seashee etry that apie ve jul entry that as 
‘owed wen he Bouk were retied is 

iors) 

me) 


i 


418-17. Common Stock. The conyjaralive balance sheets indicate that the 
‘tock account balance inreased hy $30 milion. We Took 1 the accounting 
{ration 21-1, tem (2)—for an explnacon, Two transactions, «sock dividend nd 


tres for our analysis, we eepicae the jour entries foe the two trnsactions a de 
below. 

‘Remember fom Chapter 18 that fo record! a small stack dividend, we capita 
estnings forthe market value ofthe shares distributed inthis ease, | mlion sha 
‘813 per shar, oF $13 millon, The etry is: 


“Also recall rs the discusscn of nocash investing and financing actives ei 
chapter, tat stack dividends do ot sepuesent x significant investing or financing 
‘Therefore this eansaction is not repo on the statement of eash lows, We inclu 
try im ou spreadsheet analysis only to help explain changes in the secount balances 

‘The sale of 2 milion shares of common sock at $13 per share is represented by 
lowing spreadsheet enty: 


‘sock accouat and the $9 milli increase in paid-in capital-eacess of pa 


10. Retained Earnings. The stock sividend in entry (16) above includes 2 $13 
eduction of retained earnings Previous, we saw inenty (11) that net income 
tained earnings by $12 million. The net duction of $1 milion accounted fr by thse 
enti leaves SS milion of the $6 million nt decrease in the account unexplanes. 


—_ 


= Soeagione 

iaiecencard na] tz tne 

fees ; 
ss 


‘Without adional information abou de $5 million decease in retained earings, we 
‘might assume it was doe tn a $8 mula cash divided. Tas assumption is anpecesary, 
though becuse the cash dividend i dese n Mustain 21-1, tem Oh). 


Atsined Earnings 
ca Beginnig bales 
(8 tock indore iz Stine 
(0) Cah shisers 
Endy bans 
‘The spreadsheet entry is 


49. Complating the Spreadsheet. In preparing the spas this pine. we have 
snalyzed each noncash account om both the spcome sateen and the bala sheet. Out P= 
ove vas to Monty the ansacions tha, during the year, had affected each account. By 
‘creating cach tramsactiom in the form of a spreadsbeetev)—in effect, duplicating the 
oumal entry that hd been used to record the transaction. we were able to explain the 
‘hange inthe bulanes ofeach wecoune. That the debs an cect in he changes columns 
Df the spreadshoet account For the iactease or decrease cach oncashacsint When 
‘tanacton being entered onthe spreadsheet included an operating, investing. o ianeing 
city, we entered that ponion ofthe entry under te caspening heading ofthe saite- 
‘eat of cash lows secon ofthe spreadaect Since, as Hot ear, there ca be Bo opet= 
‘ng, vesting peng tii) corsa change oe a 
‘noncash accounts, we shoul fee confident at his point tate have ented al the a= 
Aves that should be sported on the statement of cash hos, 
"To check the accuracy of the analysis, we compare the change inthe Balance ofthe cash 


account wt the net change in eas flows produced by the seve lined i he statement 


1A. we se tha net cash Hows fom operating, 
investing, and financing activities are: $22 mon ($19 milion) and $6 milion, respec” 
Avely.Togetnr these activities provide net increase in cas of $9 milion. This arsote- 
responds tothe ineease in the Balinceof the cash acount fm $20 milion to $29 milion 
“Tovomplete the spreadsheet, we include the final spreadsheet euty: 


Aga final check of accuracy, We cn confirm thatthe ots ofthe bits sequal 9 thet 
tao the rei in he changes columns ofthe spread. 


eel tnd ees ni wpe tn 
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‘The spreadsheet is ow complete The statement of cash fos ean now be prepared de 
‘ect fom the yrcadshec imply by preening the item ched inthe lateness 
lows section af the 


ssi in Gg 2-9 Nes ae emaion ec orey n 
“Technology on the sutement of cash Thins tel shown btw Many cnnpanies ut he 
sched paral in the dclosare nos ms a? 


“We must get, Coury Lowe, psient of dus Fasteners outed. Wahout 
seven big touble” The “i” Me Lowell efor tthe meal 2 $14 aon kan 
With Community Fst Bark The big tbe he fet she ack of fds neces ta 

"epay the existing debt and fe, If amy prospects for rng the fs #sewher. 

Mz Love hd ast hua up the phone fers cones wit bank viw-presient 
hich tan made ar that tyr staterietof eh foe rast lok beter tay at 
{e0°5 Me Lowel kw that mpinetent arena on cours: to Happen. alah Mow 
‘roe weve dma 

te that day, Tim Cathet, stan cone, was surmoned to Mr. Lowel’ fie 
“era” Lowel arb "ve looked at our ascuntswceable, 1 Nth we ean ger 
gle 2 of enh by selina atving ment of tne meee hn cet Mo 
than if we cle them ourehes but sure wil make Or Cas ow pcre lok better” 

Is there an ethicl question fing Crate? 


2 statement of cash flows fr funds flow statement sme pases Is optional many 
counties Howeve, some euunes many mulation cmpanie valuta po 
Sie 9 tact of cash flows either a prima stterent on dblsure mots Ip 
some coer sch a the Une! Kingdom, segura oly Gr Bre Ted on 2c 


exchange. 


‘The sompartive balance sheets for 2006 und 203 and the lore saement fr 2006 are COMPREHENSIVE 
ven helow for Benefal Dll Company Additional nlovation from Benetical Drills REVIEW 
esting rice is prvided als, 


rare he statement of cash flaws of ential Drill Comps forthe year ended Decer ! 


bor 31 2006. Present case Noss rom operating sesiies by the diet meh! and se & 
spreaduet to oust in your analysis 


[BENEFICIAL DRILL COMPANY 

‘Comporatve Walancs Sheete 

‘Became 3, 2006 and 2008 

TSinmion! 

2006 
Ga oa 
et Aowanes for uncalectoesesounts ® 
Prec ginienbaerery : 
Inventory or 
Prep moron 2 
Long am sores 7 
tend 0 
Budding nd equorert 20 
test Acumasted septation 2 
Pater 3 


i 
i 
¥ Zivkosas 


{ 
z 
H 
€ 
ods 


5 
g 


10 
Snag expenee 0 
Depreciation pense 5 
Patent areieaton expense 1 
Bod debts expense 4 
Inaveance expense 3 
ond mierst expense “ 

Exuseranay lat on deetructon 
ofeaupmart $10 
ese Tacoavogs os 
Income ia espense 2 sy 
Net income $3 


Adina foraion rm ke weaning records: 

4. Dusng 006,83 milion of ewsomer accounts were writen off swale 

B-Investnem evene nelades Benfica! Dill Company's $3 lion sae of eat 
focome of Hanmer Company, ey method nese 

Trsiy bills were sod during 2006 gain of $1 milion. Bene Dail Carpny 
clasts ts ivesiments in Teas il a ash equals 

4A machine tht rginall ot 60 milion and wa oe-alf eprecaed was rene 
‘usable bya freak bol of lightning. Most major compen the machine wee 
Unarmed Were sold fr $20 milion. 

«Temporary itlereces between pro socunting income ad texahs income cased 
(ee deored income tax Habit to reas by 1 milion. 

{The common stock of Wrench Corperson was purchased for 814 milion as kag 
lem imeniment 

{Lan oto $30 milf wa oui by paying $15 ion cash nd ing 15%, 

seven-yeai $19 milion note payable the ele. 

[Now eqaipent ws purctased fr $00 milion ah, 

S320 milion of bods were sold at Fce vale. 

(On January 1, Dail insted 9 S% so vend (milion shes), The rel rs 

the S10 pa valu cmon sek wan S14 pe share a hat tine 


= 


|: Cah tivigende of $10 min ware pid sharsolder 
|. In November, 50,000 comnan safes were repurchased easy stock ta covt of 
$7 malo, Dull ses the cont method io account for teasury wack, 
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lncome Statement 


‘Sderrovoour 
force any 
Irvesmantrevenue—tal of emu bis 


Espen 
“Canto goods ts @ 
Stas emer ® 

oy 
a 


Bas 


Depesien ocptrae 
Ptr omortzaton expense 
Pept % 
Irsuance excenae hPa 
ond ees enone e ® « 
Exar oe ao 
lectern o 
Income tx orperse mow 
tines oe 
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Dee at 
20085 
‘iakemant of Cah Flaws 
Operating Activities: 
Cashifona: 
From customers m8 
From invest revenue 2) 2 
From sie of Tresury bits 3) 1 
casinos 
“ostopier of goods oy 
Tpemployees ® 
Forinsurarce expanse ® 
For bond interest expense © 
Forincore aces i 
Nat cash we 3 
Investing Activities: 
‘Sale of equipment 1m 20 
Parcane of investments ay 
Purchase of land a) 
Purchase af alpen a5) 
etch ows 
Financing Activites: 
“aloo bones payable ee) 
Payers of cats cuiorde 
urcrate of wossy sock 
etch owe = 
ot decane cash a 
Tote os 
[SENEFICIAL DRILL COMPANY. 
‘Statemont of Cash Flows, 
For Year Ered Decombor 31, 2006 
‘Sin matons) 
{Cath Flows trom Operating Activites 
Cah inane 
From eustomers sia 
From imesoment evans 2 
From eis of reaary Be 3 
cach ovtov: 
“osuppters of good na 
Toemployess 3) 
Fer nsiance expense a 
Fer bond intrest expenso co 
Fer income oxes a) 


[Net cash Hows frm operating actin 
{Cot Flaws ror Investing Actes 


Sele of equipment <0 
Prchese of lang:tevm Fests aa 
Prchane of lane 05) 
Rachove of euipment 9, 


[Net cach ows eating det 


Moncath investing and Financing Acthtee 
‘Reqared $30 mllon and by paying cash vd sung 213%, 
‘ea note a allows: 

ot of are 0 

Cash 1S 

Nee neue as 


PREPARING AN SCF: THE INDIRECT METHOD 
OF REPORTING CASH FLOWS FROM OPERATING 
ACTIVITIES 


Getting There through the Back Door 


“The presentation of cath lows from operating actives asa in Par Bs refered a5 
the diver method. By this method, the eas fet of eat operating ev (Le, income 
‘satemeat em) reported directly op the statement of cyt lows. For instance cash = 
‘eid fom customers propre asthe eash effet of sales acids, an eat pa 0 sup 
lit is veported asthe cash effet of ost of wos sold. come tafemen items that hare 
‘no cash effect sich as depreution expense, bed debe expcse, ain, and lanes, re ply 
‘trod. 

‘As pointed out previounly a permite ahernive is he inrect meta, by whic the 
‘net cath neease of decease fom operating activites serv icectly hy tating wilt 
‘epied ne income and working backwards o conver thu amount to a cash asi 
‘vation by the nzet method of net ash lows fom operating actives for UBC is shown 
in Tsien 21-18, Fo the ajstent anon, you me ish ofr back to UBC's al. 
‘ace sheets and income statement presented in Tsesion 21-1. 


austeanon 21-18 
Ines ethos 


The dct method 
Sie io matoch 
Ineo er ders 
{om aerating 
erie ey by 


005 secrions 


‘Aan iar poring net 


[Notive thatthe indirect method yields te same $22 milion nt eash flows from 
tivities as docs the iret method. This anderdandable when ym coi ha sade 
‘et nethod cml eversea the differences between the accial-based income sect ad 
‘ish owe fom opatng activites, We socom this ay dexcled inthe ext tS. 


Components of Net Income that 
Do Not Increase or Decrease Cash 


Arnoants that wesesubraced in determining net income hut didnot reduce cash ate aed 
‘ack wo net income reverse the efecto her having ben sarc. Far example, dpe 
‘ation expense and the loss on sale of equpment are added back to net income, Cer igs 
being equal, this restores act incom (0 what it would have Basa had dapreciation a th 
Tesi een subtracted at al. 

‘Similarly. amounts that were ded in determining net income but dl wot incre cash 
re subracied fo net core to reverse the elt of Weir having ben aed, For exe 
ple, UBC's gain on sale of land is deducted from net income. Here's wh, UBC sald for S18 
‘llion land that orginally eost $10 milion. Recording the sale produced gin of $8 ik 
‘ion, which UBC appropriately included ns income statement. But di this pain creme 
LUBE" cash? No. Cota selling de increased eash-—by S18 milion. We tee 
‘elude the $18 million as cash low i she statement oF eash flows. Howeves, he sak 
land isan investing setivty The gain ie, ough, i simply te difference becwewn cath 
received in the se of and (reported 3+ a yaveting setvty) and the orginal eos of 
and. IFUBC also reported the S8enilion psn na cas lw from operating activites, nak 
‘Skin w reposting $18 rll a 2 cash ow fom investing actives, UBC woe! ej 
the $8milion wie. So, ecanse UBC added the ain in determining i net income bathe 
‘ein ad mo effect om cas, the guin mis now be subtracted from net income to reves 
fect ofits having been add. 


Components of Net Income 
that Do Increase or Decrease Cash 
or components of net income that incrusse or decrease cash, but by an ammount ies 
fica tha eporied on the income statement. ct income is adjusted Fr changes athe bak 
tances of ested lance sheet accounts to convert the offerte of hate dema cash bai 
For example, sales of $100 million ave include onthe income stavement us a component 
‘et income, and yet, since accounts reesvableIncreaed ty $2 milion, only $98 rllion 
‘ash was olleced fom customers during he reporting period. Saks ate converted oes 
tai hy subiacting the SP mle incre n ascents reevvabl, He's ener example 
“The income siatenent reports salaries expense ax $13 million Just because employe 
‘ee $13 millon ducing the reporting psi, au, doesn necessarily mean UBC i 
those employees $13 milion in eas dunng the same period. Un fact, ie ein the compa 
tive balance sets hat salaries payable increased fom SI rllion to $3 milion; UBC ss 
‘ty employces§2 milion more than before the year started. The company must nt hae ail 
the entre $13 million expense. By analysing slaies expense in relation to the change 
salaries payable, we ean determine the aout of eah pad to employees: 


‘This ingpection indicates that UBL paid only $1 million cash to is employees: the 
ning $2 milice of salaries expense elected as an increase in salaries payable Fr 
‘ish perspective, then, by subtracting $1 milion for salaries inthe income semen, UBC 


=— 


hn subiacted 2 million moe tha the rection i cash Aig ack he $2 milion eve 
UBC inthe wime positon af tho deduct only tbe 11 mliom cash pa emgoyees- 

Following a mar analysis of the canh ests of the reaicingcoutponens of net a 
come, the kms are likewise convered wea bas adjusting wet income for in 
‘eases and Uecreass i teed uous 

Tor components of el iccme thal ease er desrease cath By an amount exactly the 
sae that reported om th income tern no ajo oe income equine. For 
‘ample, nveranentyvenve of §3 milion included im UBC's $12 milion net income 
fmcant Becaoe $3 lion also is the amount of cash ocved fro tha acy this ele- 
‘meat of net income aleay represent cash fect ar news wo austen.” 


Comparison with the Direct Method 

‘Te indirect eto is coxapare wih the direst method in Grape 24-10 usng he data of 
{UBC "To beter isa he eatin betwen he to eto thease ast het 
Inoue using the niet ti ate recat paral wc rll ash into and as 
tlw of he ect melo The iaceme sateen i node the papi © demon 
Ste fat he indirect method aso serves ore erences hetween the elments of 
that tere andthe cash ows repo By the det metho. 


Geaninc 21-10 Compare ofthe indirect Method ane! tho Doct Mathod f Detain Cash Flows rm 
Sperang Actes 


‘Asa pratca caiderstion, ou miht notice that he sjstncts wo nt income using 
the indict meth allow 9 convenien pattern Ineeute” sete aust ee deducted 
the neteane in nec rece¥ abl) when converting 1 ca rom of- 


tose secTion« 


Addon! Franc pert be 


‘OF course, these are adjustments to act income that eectively convert components of 
‘come from reporte acerial amounts «cash bass, The oer adjustment o nt nsene 
(gain, depreciation, loss) as potted oat carer are wo get io the ce income stare 
‘Components that ve no effet a all en =k This pte is summarized i Graphic 20-11 


Although eiher te direc method or indirect method is pried, the FASB saonly 
‘encourages combunies to report eash ls frm operating activities by the direct stad 
“The obvious appeal of his appooeh is thai reports specific operting cash receipts and op. 
‘erating cash payments, which i eassistomt with the pemury obyetve ote staat 
tes flows. Investors and credors gain adlional insight io the specie sources of cai 
receipt and payments from operating =civities revealed hy this reporting meth. Ass 
‘Statement sees ean rare ready mere ad understand he Infarnation presented becuse 
the direct method avoids the confusion caused Dy reporting noneash ites and oer econ 
ciling adjusiments under the caption cas lows from operating activities. Nonethie, he 
‘vast majo of companies choose to use he indirect method. Reasons for this choi rnge 
From longstading tration othe dest= fo withhold as much information as posse fam 
competion 


Reconciliation of Net Income to 
Cash Flows from Operating Activities 
Aa we discusped carlice. whether cash flows from operating activities are reported by the dk 
tel oti by tect ete ie nscale ret # eas 
offs oh ac Rye ce outing wlan Wie Oc ie a 
the rconilon fs pened in sepestesheve an fe aia he pres 
‘etcah flows fom opening ace y he net metho. nether wes, an 
$TIB ao sres asthe econsitio tol t accompany etme of eh fom 
ingite det method, Obvoul, a sept coneton sched ee ree ven 
ing the inlnec meth Boone he cash ows from operating tics ection of he 
eemen ef ca fr les meretion of st gees toe Sok Te oe oa 
Sines 

Rese thot ih ct nd ads mths nabs npesches Get al 
cash flows fom operating citi oly. The cols Of which mtRod  s 


gen nas eg iy Pa ae a A ti 


CHTEREY Theta Cah Foust 1080 


purpose doe nk fect he way ci hws from insesting al inane aves are Me 
‘ied ne eported. 

“The statements of cash ows from the annual rept of HewlelePackard Company, 
which wos he indect metho are show in Graphic 21-12 = 


1090 


‘hol rani pointes 


For most companies, expenditures fr inerest and er tanes ate significant, Cash pays 
ments for interest und for tates usually ose spacificlyfdiated whet the diet sed ie 
‘employed a s the case for Storage ‘Technology Corporation reporid eater in Grapic 
21-9. When the indirect method ts wie, tho emounts arent realy apparont and shold 
be wepuraiely reported ether onthe face of he Stfement or i an accompanying CE 
ote an Hewett Pachar does, 

We use a speuiheet help pepaze  saceen: ofeach lows by the ince tia 
Appendix 314. 


DECISION MAKERS’ PERSPECTIVE—Cash Flow Ratios 


‘We see enphaized the analysis of Finacial sttemems froma decision wakes 
througout this ten. Dien that analysis shaded the development and compari o 
‘altos. Ratios based or incume sient ad haknce thes amounts ery 3 a 
tion of acceptance from which several staré rato, Including those described in 
capes, have evolved. To gain another viewpoint some analy supplement ther 

tim wth cashflow ratios. Some eh Nk ration are derive hy simply subsiaing ash 
‘nam operations (CFO) from the sstemont of ca hei pace of net income 
ios, noo replace those ratoy but vo complement them. For example, she cme a 
‘earned fatto canbe moeied ws reflst the umar of ines the cs outow for interests 
‘ide by ash inflow from operations snd any ofthe profitability ratios cn be modi od 
termine the cash generated from aset- shareholders’ equity sles, cs. Graph 21-13 
sunmarizes the ealutotion an wef a ever representative cash ow ras. 


CAS0TEHZT——TreSatamenta Can Flows Rid 4091 


‘Cah ow rats hive received imi weeptance tn ae da, in arg pt oe omg 
‘eatin of acraal-tased rats coupled wit the telalivel bre He tt all companios 
fue published sams of em ows. A lack of cncan a ast on ath by Wich 
‘ormake comparisons alo hs stowed ter acceptance Nevertheless, aah flow tation afer 
Insight inte evaluation of «company's profiad isos tength" 
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Intel traning rough operations 


HE BOTTOM LINE 


1. Decision makers focus onthe prospect of eciving eh rete from their esting 
with atm, Bair is tbe ably ef o generate cao lw tl tht tly 
deters the prea or cash Rows investors and creo The arent ch 
‘Hows ills an nnmation sap et by the talance sheet ad he tacme statment by 
Sérting infomation shout cash ows hat the her watemens ec don pov oF 
‘vide ony indirectly. The stipulation Hat empasis pesemt he statrnent of ash 
‘ows is lative recent requtement SEAS U5 compl flleycle movement of 
ccouiting though back to eas flow reporting. which o different fom Wes commen 
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3. Cash floms from operating activities ar both iow and outflows oF cash that eat 
from activites reported on the income salem. 

“dL Unlike the direct metho, whieh cectly ists cash inflows and outflows, the indiet 
‘method derives cash los indirectly, by warcing with reported met momen woking 
‘buckward 0 convert tha ammount 10 x cash basis 

5. Cash flows trom investing activites ure related vo the acquisition a disposition af 
ses othe than inventory and asset: classified as cash equivalents. 

{Cask hows from financing activves result from the extemal financing of hsioe 

‘Neomciah inveiting wid Tnancing clit ac ei pipmod ( 

catsty by issuing longer ve payable (a finaneing activity), are reporie na 

ive disclosure sehedle or note. 

18. Aspreadshect provides systematic eth of preparing a statement of cashflows by 
‘nalyzing waiable dota to insure shat all operating. investing. and financing actives 
‘at detected Reconngspreadectentris tha explain account balance changes sen 
taneously weoifies and elawifies che activities me rept om the samen! of oth 
Tows 
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THE TACCOUNT METHOD OF PREPARING THE 
STATEMENT OF CASH FLOWS 


‘This chapter demonstrates the use of a spreadbhest o prepare the satement of cash Tews A 
second systematic approach to the prepartion ofthe satement is efeed taste Tc 
method. The two methods are festical in concep. Both approaches reconsetthe wana 
fons that caused changes in each accoun balance ding the yea, simultaneously tly. 
Ing the operating, investing, and fnanei nctvtes wo be reported om the Haterent of ea 
‘ows. The form sf te two method ites nly by whethe the ene: for those ansutes 
ae recorded on a spreadsheet orn Facount. In both eases, ents re record wal 
‘ot change in each aceouat halanes has hon explsned, 

‘Some accountants fee hat the Faccourt method is ess me-comsuaing han epi 
spreadsheet bat accomplishes precisely dhe same goal Since bs methods re spy 3 


lytical techniques to asistin stement preparation, tbe choice sa mater of prsoal pt 
‘renee, The following five steps outline se Taocount method: 


1. Dave Traceoumi foreach income soteneat amd balance sheet account. 

2. The Teaccoum for cash should be deavm considerably larger than ther Tasounis 
becase more space is required to aveommodate the numerous debits and crea 
‘cash. Also the cash Fascourt will serve the same purpose asthe satcreat ssh 
Tow section ofthe spreadahet int the formal statement of ech flows 
developed from the cash flows epored ther. Therefore, is convenicat to pation 
‘he cash Paccount with headings or * Operating Actives,” “Tnvesting Acie” 
and “Financing Activities” before entes are recorded. 

Ener each accounts ne change on the appropriate side (debit or crs) of he 
‘uppermost portion ofeach T-aceount. These changes wil serve as individual chek 
‘figures for determining whether the inereae or derease in each accom alae has 
‘been explained. These fist three scys establish the basi work form fr the 
secount meth. 

|. Reconstruct the uansactions thar eased changes in each account balance dung to 
‘Year and record the entries for thoes transactions directly in he T-occounts, Again 
‘using UBC as an example, the entrics we record inthe accounts are cast! he 
‘same as the spreadsheet enries we created in the chapecr when using the spree 
‘method, The analysis we used in creating those spreadsheet entries is equaly 
applicable w dhe Tsagcount meh For that resin, that analysis js ot repeat 
Ihre. The complete T accu work fora for UBC ie presented low, Accouet| 
balance Changes are provides by Illustration 21-1 
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INCOME STATEMENT ACCOUNTS 
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5. Aer ll secount balances have bee explained by Tsecount ents, prepare the 
stalemen of eash lows fom the colt T aunt, beng earful also report 
‘oncah investing and inancing acts, The statement of cashflows for LAC 

appears in Graphic 21-2 on page 1052 
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